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THE DOLLAR RESCUE OPERATIONS AND THEIR
DOMESTIC IMPLICATIONS

THURSDAY, DECEMBER 14, 1978

Congress oF THE UNITED STATES,
SUBCOMMITTEE ON INTERNATIONAL EcoNomIcs _
oF THE JoiNnT EcoNomic COMMITTEE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 9:32 a.m., in room
2128, Rayburn House Office Building, Hon. Henry S. Reuss
(cochairman of the subcommittee), presiding. ‘ .

Present: Representatives Reuss, Hamilton, Brown of Ohio, and
Fenwick.

Also present: John R. Stark, executive director; Louis C. Kraut-
hoff II, assistant director; Lloyd C. Atkinson, Thomas F. Dernburg,
Dianne Kahn, George D. Krumbhaar, Jr., L. Douglas Lee, Katie
MacArthur, Paul B. Manchester, and Robert Ash Wallace, profes-
sional staff members; Mark Borchelt, administrative assistant; and
Robert H. Aten, Stephen J. Entin, and Mark R. Policinski, minority
professional staff members.

OrENING STATEMENT OF REPRESENTATIVE REUSS, COCHATRMAN

Representative Reuss. Good morning. The subcommittee will be in
order for our hearings on the dollar rescue operations.

These will be the last hearings of the Joint Economic Committee in
the 95th Congress. I know that Chairman Bolling and all members of
the committee join with me in expressing our deep debt of gratitude
to Senator John Sparkman, a dedicated public servant, whose retire-
ment from Congress brings to an end 31 years of service to the Joint
Economic Committee. Senator Sparkman is the last remaining orig-
inal charter member of the committee. When he retires, he will divide
his time between Washington, D.C. and Huntsville, Ala., where he
intends to open a law firm with his grandson. We all wish him every
future success.

On November 1, the administration announced its dollar rescue
operations. This included an austere budget policy and a shrinking
budget deficit, tighter monetary policy, and joint intervention in sup-
port of the dollar with West Germany, Japan, and ‘Switzerland, to
which we committed $30 billion of our own resources.

Because of the drastic drop in the dollar’s external value last sum-
mer and fall, drastic steps were clearly necessary. This committee has
thus supported the administration’s actions as an emergency measure.
So far the erosion of the dollar has been checked and, on the average,

(1)
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10 percent of its external value against other leading currencies has
Eeen. restored. Two questions of large importance will dominate these
earings.

1. OIglsthe domestic side, can the dollar rescue program, combined
with our domestic anti-inflation program, be fine-tuned sufficiently
so as to avoid recession, or at least a shortfall in growth that could
bring unneeded hardship and inequity at home, and set in motion a
self-defeating switch of foregin capital away from our shores?

I can see at least four hazards in the present program :

(a) Budget austerity could fall disproportionately on programs to
aid the structurally unemployed and our cities, so that dollars instead
might go for programs like military spending and space. Is a military
overkill potential, and the undertaking now of postponable scientific
probes in outer space, really going to enhance the well-being and se-
curity of the American people, if the risk is that Newark and Cleve-
lanc} aend Detroit and Los Angeles will once again be the scene of civil
strife ?

The teenage unemployment rate, currently mired in the 35-40 per-
cent range, is bound to get worse if the economy slows significantly in
1979. Teenage unemployment, primarily a structural problem, is thus
cruelly compounded by an overall slowdown.

(b) The current dollar rescue program apparently entails tighter
money and higher interest rates than would be necessary simply to fight
domestic inflation. Higher interest rates, it is argued, will lure foreign
capital here and thus improve our balance of payments.

The factual basis for this belief is hard to find. It seems much more
likely that an unnecessarily tight money policy will seriously slow
down research and development, and investment in plant and equip-
ment—both needed for increased productivity, which in turn is the
soundest method of fighting inflation.

With Germany’s inflation for next year predicted at 2 to 3 percent,
and ours at 7 percent or more, supertight money could simply lead
to greater pressure on the dollar, and see the departure from these
shores of foreign capital destined for either our stock market or for
direct investment here. Would it not be better, then, to confine mone-
tary tightness to that needed to fight domestic inflation, and not to
try to use an extra dollar of it to “defend the dollar”? .

(¢) Our intervention in the last month has already absorbed billions
and recent figures released by the Federal Reserve show that interven-
tions can involve substantial monetary loss to this country, more than
$400 billion in this year alone and more than $1 billion in the 1970’s.
In fact, we can intervene until our cupboard is bare—and go further
in debt to get the marks and yen with which to intervene—yet not
really rescue the dollar, especially if there is a $700 billion overhang
in the Eurodollar market, as many analysts allege.

We should explore, therefore, whether even our short-term program

- should not include measures to sterilize some part of this overhang—
if it exists—and thus reduce the incentives of holders to dump dollars.

Specifically what about the proposal of Governor Xenophon Zolotas
of the Bank of Greece and others to float medium-term Treasury
obligations, denominated in dollars, to the Eurodollar commercial
banks, with the Treasury sterilizing the proceeds? This would remove
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the volatile marginal amount from the overhanging pool during the
critical years immediately ahead, and could well insulate the world
from additional inflationary pressures.

In this connection I addressed a letter to the Secretary of the
Treasury on November 24, asking for his views on the proposal and
the Secretary was good enough to write me a compendious letter,
dated December 13, giving Treasury’s views which are stated in Secre-
tary Blumenthal’s letter. I think it is useful to have these two posi-
tions out on the table for public examination and debate, and I accord-
ingly ask unanimous consent that my letter of November 24 and the
December 13 reply by Secretary Blumenthal be made a part of the
record at this point.

[The two letters referred to, together with a third letter subsequently
supplied for the record, follow :] ‘

CONGRESS OF THE UNITED STATES,
HoOUSE OF REPRESENTATIVES,
Washington, D.C., November 2}, 1978.
Hon. W. M1CHAEL BLUMENTHAL,
Secretary of the Treasury, Department of the Treasury,
Washington, D.C. .

DEAR SECRETARY BLUMENTHAL: I believe that our current dollar rescue opera-
tion is appropriate and helpful.

In addition to the measures for defending the dollar included in the United
States program, a proposal suggested at the International Monetary Fund
meeting in Washington last September 28 oy Governor Xenophon Zolotas of
the .Bank of Greece merits, in my judgment, serious consideration. Under the
proposal, the U.8. Treasury would issue non-negotiable' medium-term—six months
to, say, five years—obligations denominated in dollars to leading commercial
Euro-dollar banks. The obligations would be available to such Euro-dollar banks
as agreed not to switch dollar deposits in the United States to Europe for the
purpose of buying these special obligations. The obligations would carry a float-
ing interest rate linked to the three or six month London Interbank Offer Rate
(LIBOR).

Dr. Zolotas envisages that the scheme might also include central banks as
purchasers. Since they now traditionally keep reserves in negotiable Treasury
obligations presently paying a lower interest rate than LIBOR, their participa-
tion would be based on a percentage of the growth of their dollar reserves follow-
ing the date of announcement that the Treasury would undertake the proposal.
To reduce the Euro-dollar over-hang, the Treasury would place the dollars re-
ceived for the special obligations in a sterilized account, similar to our existing
Exchange Stabilization Fund.

Issuance of these special obligations would be discontinued as soon as the
Euro-dollar over-hang is perceived as no longer causing appreciable dollar
instability.

The great advantage of the Zolotas proposal is that instead of letting our def-
icits continue to pile up abroad, and then attempting to intervene to steady the
dollar with German marks or Japanese yen obtained by the United States by
swaps, or by sales of obligations denominated in foreign currencies (both con-
templated portions of our present proposal), we put a damper on our deficits
in the first place. While the LIBOR interest rate would be slightly more costly
for us than the rates charged under swaps or obligataions denominated in for-
eign currencies, the dollar-denominated obligations would not contain the risks
of loss to the United States through dollar depreciation inherent in both swaps
and sales of obligations denominated in foreign currencies. Furthermore, interest
received on the proposed dollar denominated obligations by subsidiaries of U.S.
banks would be subject to U.S. taxation when repatriated.

I believe that the Zolotas proposal would be a useful substitute for all or part
of the proposed swaps and foreign-currency obligations. I shall appreciate your
giving me your views on it when you appear at our Joint Economic hearing
on December 14. ’

Sincerely,
HeneY 8. ReUss,
Member of Congress.
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THE SECRETARY OF THE TREASURY,
Washington, D.C., December 13, 1978.

Hon. HENRY S. REUSS,
House of Representatives,

Washington, D.C. .
Dear MR. Reuss: You have asked me to comment during my December 14

i for
testimony on a proposal made by Governor Zolotas of the l}ank of Gre(;qe

the issu:fnce abroad of special U.S. Treasury dollar-denon_unated securities. 1
would like to comment in some detail and am taking t}le hberty‘of responding
to your request by letter. Please feel free to include this letter in the record of

the hearings. ) . :
Briefly, Governor Zolotas suggested at the IMF/IBRD annual meetings last
m, non-negotiable, dollar-denom-

September that the Treasury sell medium-ter ) 1
inated, variable interest rate securities to leading commercial banks in the
Euromarket and perhaps to foreign central banks. The purpose, as expressgd by
Governor Zolotas, would be to “offset” the U.S. balance of payments Qe{iglt by
absorbing dollars held abroad, presumably in order to reduce the possibility of
moves by foreign holders of dollars to diversify into other currencies. Governor
Zolotas proposed that transfers of dollars out of the United States for purchase
of these securities be subject to some form of control, and that purchases by
central banks be limited. The proceeds of the securities would be placed in a
special sterilized account, in order to avoid an expansionary monetary impact
in the United States.

In general, I do not feel this proposal would be a desirable or effective means
of dealing with the exchange market situation, for the following reasons. '

First, it is important to bear in mind that the amounts of dollars which can
enter the exchange markets are not limited to existing foreign holdings, and
an effort to “fund” a relatively small portion of those holdings could not be
expected to have much effect on the exchange markets. American residents can
convert their dollars into foreign currencies, and both foreigners and Americans
are free to borrow dollars and sell the proceeds in the exchange market at times
when real or psychological market factors are adverse for the dollar. Thus the
suggested approach would not be an effective way of eliminating possible pres-
sures on the dollar. : )

Second, I believe the proposal mistakes cause and effect by confusing the
existence of foreign dollar holdings with the more fundamental reasons which
motivate currency diversification. Foreign-held dollar balances are not an in-
dependent source of dollar instability, but a source which can come into play
when the underlying U.S. economic conditions and balance of payments posi-
tion are unstable. Foreign holders of dollars respond to the same factors as
domestic holders of dollars or holders of any other currency—performance and
prospects for growth, inflation, relative interest rates, trade and current ac-
goutnt positions, ete.—and our policy efforts must be directed at these underlying
actors.

Third, Governor Zolotas envisages some technique of limiting transfers of
dollars out of the United States to purchase the U.S. securities. Given the very
large variety of channels for flows of dollars, direct and indirect, I see no
practicable way to achieve such limitations. Voluntary undertakings would not
be enforceable or effective, and—given the potential damage of such controls
to the U.S. and world economies—we would not want to consider implementa-
tion of exchange or capital controls to make such limitations effective.

Fourth, the proposal to ‘‘sterilize” the proceeds of these securities would, in
effect, mean that the borrowed funds would not be available to the Treasury
as part of its financing operations. The U.S. monetary authorities have a variety
of instruments for offsetting any expansionary effects of such issues, and there
would pe no need for such sterilization. Moreover, the U.S. domestic money
supply is not significantly affected by a transfer of dollars from foreign to U.S.
ownership.

Fifth, various elements of the proposal suggest that it could be very costl
to the United States. In order to have any discernible impact on the ezsz’changse’
markets, the pr_oposgl n_1ight require Treasury borrowings abroad on a very large
scale. The fqrelgn institutions involved are already free to invest in the wide
range of aval'lable Treasury securities, and it is clear that they would have to be
given a re}a'tlvely attractive yield to induce them to purchase these non-market-
able securities. And sterilization of the proceeds would mean there would be no



offsetting reduction in domestic Treasury borrowing to cafry out our regular
debt management operations. It is true that the borrowings would entail no
risk of exchange loss—or gain—to the United States, but because of the above
factors, they could well involve significantly higher total costs to the United
States than borrowings we are undertaking under swap arrangements and for-
eign currency denominated securities.

Sixth, the Zolotas proposal does not put a “damper’” on our balance of pay-
ments deficits, which you suggest is its principal advantage. The proposal is a
technique of financing the deficits while they continue, and Governor Zolotas
makes clear in his statement that he believes a comprehensive policy—involving
“drastic” anti-inflationary monetary and fiscal policies in the United States as
well as stronger growth performance abroad—is needed to correct the U.S. bal-
ance of payments situation and strengthen the dollar.

The measures announced by the United States on November 1 are part of a
comprehensive approach to improving U.S. economic¢ performance in a way that
will promote our basic economic objectives. The specific measures announced
on that date are also designed to correct a situation in the exchange markets
which was damaging to those objectives and which could not be tolerated any
longer. The foreign currency obtained under the $30 billion program can be used
directly to improve the exchange market situation, as needed in light of specific
exchange market developments, and I believe this approach will have a much
more selective, immediate and forceful impact than would attempts to absorb
some portion of existing foreign dollar holdings through issuance of the securi-
ties proposed by Governor Zolotas.

Although I regard it unlikely, some types of overseas dollar issue by the Treas-
ury may prove to be desirable at some point in terms of our international mone-
tary or debt management objectives, and we will continue to keep this possibility
under review. However, in terms of dealing with the situation faced by the
United States this fall, I do not believe the proposal by Governor Zolotas would
provide a realistic or effective alternative to the program announced November 1,
including the foreign currency borrowings, or to our broader efforts to-correct
U.S. economic problems.

Sincerely,
W. MICHAEL BLUMENTHAL.

BANK OF GREECE, THE GOVERNOR,
Athens, Greece, January 5, 1979.
Hon. HExNrY 8. REUSS, :
Cochairman, International Economics Subcommitiee,
U.S. House of Representatives, The Capitol,
- Washington, D.C. :

Mr. CocHAIRMAN : In your letter to Secretary W. Michael Blumenthal, dated
November 24, 1978, you asked him to comment on my proposal for the issuance
abroad of dollar-denominated securities, in order to deal with the current pres-

* sures on the U.S. dollar. The Secretary’s answer to your letter reflects in my
opinion some misunderstanding of my views. I therefore feel I should state my
position * once again and describe the areas of agreement and disagreement.
There is, I believe, agreement on several important points. The difficulties
the dollar is experiencing in foreign exchange markets arise mainly from the
relatively high rate of inflation in the United States over a long period of time,
which largely contributes to the trade and current account deficits. It follows
that the remedy needed must first and foremost include appropriate monetary
and fiscal policies in the United States and concerted action by the monetary
authoritics of the principal industrial nations. It should be noted in this con-
nection that the anti-inflation program recently announced by the U.S. Admin-
istration is in the right direction and I wish it every success. Nevertheless, until
it produces the desired results, the U.S. balance of payments deficit is likely to
continue, all the more so after the price increases recently decided by OPEC.

In this context, my proposal was conceived as a temporary measure to alle-
viate pressure on the dollar “until the underlying economic conditions in the
U.S. economy are substantially improved”. Unlike borrowing in foreign cur-

rencies, it does not rely on market intervention only in times of erisis, but

1 See my Statemént at the Annual Meeting of the IMF on Sept. 26, 1978.
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stresses the need for.the orderly mopping up of excess dollars whenever this is
considered necessary. Therefore, it can be presumed that, because it would oper-
ate before the need for central bank intervention arises, much smaller amounts
will be required compared with the Secretary’s scheme of borrowing for inter-
vention purposes by issuing bonds denominated in foreign currencies.

. The latter scheme allows the surplus dollars to depress foreign exchange
markets and it mops them up only after the damage has been done, by intervening
to support the dollar with borrowed foreign exchange resources. Protracted
support for the dollar on too large a scale might aggravate the pessimism pre-
vailing in foreign exchange markets, especially if the United States had to
replenish repeatedly borrowing facilities negotiated with other countries. More-
over, an unduly heavy reliance on foreign debt, indeed for the first time in U.S.
history, could@ further undermine confidence and generate speculation. Inter alia,
there might conceivably be an outflow of dollars from the United States for
speculative purchases of the securities denominated in foreign currencies, which
are being sold as part of Mr. Blumenthal’s package to finance market inter-
vention.

In contrast, I propose the issue abroad of securities denominated in dollars.
Sales of such bonds would deal with the problem at its root, since they woulld
absorb the surplus dollars directly, before they cause trouble in foreign exchange
markets. My scheme does not eliminate the need for occasional market inter-
vention to support the dollar, but this need would be significantly reduced. Only
if this scheme were adopted, would the amount of $30 billion being raised
through the swaps, the use of SDRs and drawings from the I.M.F. prove to be
‘sufficient for such interventions in the foreseeable future. Consequently, the
mobilization of additional bonds denominated in foreign currencles would be
unnecessary.

Let me now comment on a number of the Secretary’s specific objections. In
the first place, he feels that if my scheme were implemented, it would be neces-
sary to improve capital controls in order to make sure that the bonds I am
proposing would not be purchased with funds sent out of the United States. I
have already suggested that the securities issued would be nonmarketable and
available exclusively to a select circle of Eurobanks. Special agreements with
each of the eligible banks would prevent any transfers of funds from the United
States. Anyhow, the danger of such transfers would be much greater in the case
of Secretary Blumenthal’s securities, given that U.S. residents would have a
-speculative motive to buy them. Hence the need for mandatory controls would
be much stronger. Yet the safeguards imposed so far appear to have been very
weak. According to press reports, German commercial and savings banks wish-
ing to buy such securities were required to pledge only that they would not
resell the securities to Americans (what about Germans and others?), at least
not for a certain period of time. ’

Second, Mr. Blumenthal took exception to my idea that the proceeds of the
dollar bonds should be sterilized. However, I still think that these proceeds should
not be allowed to increase the money supply and effective demand in the United
States. But I would not object to their being spent, if domestic borrowing were
reduced by an equal amount, or if monetary instruments were used, as suggested
by the Secretary, to offset any expansionary effects of the proceeds of the bonds.
Actions of this nature would virtually constitute sterilization.

Third, although Eurodollar rates are admittedly higher at present than com-
parable rates of strong currencies, the final cost of the scheme I am proposing can
only be determined after changes in exchange rates are taken into consideration.
The experience of the last few years indicates that interest costs are more than
offset by changes in exchange rates. Moreover, my scheme not only eliminates
foreign exchange risks, but also considerably reduces the need for foreign borrow-
ing. As T have already indicated, by controlling the additional dollar outflows,
speculation would be dampened and confidence in the dollar bolstered. Conse-
quently, this scheme would prove to be less costly for the Treasury than borrow-
ing in foreign currency bonds.

Fourth, the Secretary argues that my proposal amounts merely to a financing
technique and does not agree with you, Mr. Chairman, that it might put a damper
on the U.S. balance of payments deficit. I myself thought of it mainly as a method
of dealing with the current difficulties of the dotlar in foreign exchange markets.
In additiom, if this were achieved. it would also contribute to an improvement in
the psychological climate and have an important eﬂ"ect on U.S. balance of pay-
ments developments.
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I noted with interest that, in the last paragraph of his letter, Mr. Blumenthal,
despite his objections, states that: “Although I regard it unlikely, some types of
overseas dollar issueg by the Treasury may prove to be desirable at some point in
terms of our international monetary or debt management objectives, and we will
continue to keep this possibility under review.”

If you think it would be useful, Mr. Chairman, please feel free to include this
letter in the record of the hearings on the “Dollar Rescue Operations and Their
Domestic Implications.”

Yours sincerely,
XENOPHON ZOLOTAS.

Representative Reuss. (d) How far are we willing to drive the value
of the dollar by our intervention ? Since an increase 1n the value of the
dollar favors the export industries of Germany, Japan, and Switzer-
Jand and harms our own export- and import-competing industries, how
and where do we stop before we “support ourselves” out of our export
markets? Does the administration have in mind some “reference” or
“target zone” rates of exchange to determine when and how it ought to
interxgrene? Are we abandoning our commitment to floating exchange
rates? :

The second large question before usis: On the international side, can
we afford to continue the dollar as the world currency, shoring it up by
endless interventions that disregard the instability inherent in the
world economy, and in the enormous apparent dollar overhang?

The present system continues to tempt us to print more dollars so
that we may live and invest beyond our means. Every indication is that
the other countries of the world are fed up with what the late General
DeGaulle called “this exorbitant privilege.” The new European Mone-
tary System is but one example of their effort to render themselves
independent of our bootstrap-lifting of our international monetary
power.

For the sake of our own economy, and of a stable and orderly world,
we should now take the lead—at the Guadeloupe Summit meeting in
January, in the International Monetary Fund, in negotiations over the
new European Monetary System, and on all fronts—to gradually relin-
quish our key currency role, and to move instead toward a basket-of-
currencies unit under the aegis of a reinvigorated IMF.

Flexible exchange rates are not, in my judgment, what has brought
us to our troubles. In the face of disparate growth and inflation policies
among the world’s economies, floating is the only realistic exchange
rate regime that permits each country the kind of flexibility it needs to
realize its domestic goals without at the same time creating major prob-
lems for other countries. Once the world economy gets the “funda-
mentals” in line, stable exchange rates will follow.

Many people allege that the current dollar problems stem from the
existence of the huge volume of dollar-denominated assets in the hands
of foreigners—a portion of which are “unwanted,” and therefore a
source of the downward pressure on the dollar. If this is a source of the
problem, intervention is a very weak weapon to use to rectify it. This
issue should be settled by providing an international currency to sup-
plement the dollar, not through United States and foreign intervention
in foreign exchange markets. ,

What is"needed is some sort of substitution account in the IMF
whereby foreign monetary authorities not wishing to hold so many
dollars may turn in their unwanted dollars for enlarged and rechris-
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tened special drawing rights. This would relieve pressure on the dollar,
help stem world inflation, and allow flexible exchange rates to perform
their proper adjustment role for the long period between now and the
millennjum when countries will have learned to coordinate their macro-
economic policies in a manner consistent with the smooth functioning
of our international monetary system.

This country, unfortunately, still appears to cling to the idea that
the dollar’s key currency role must not be diluted. We have thrown
cold water on proposals for a new parallel key currency which can
partially substitute for the dollar, as recently as at the meeting of the
Interim Committee of the IMF in Mexico City last May. The basic
reforms were outlined by the IMF executive directors in their 1972
report, and by the Committee of Twenty in 1974, but were unfortu-
nately jettisoned in Jamaica in 1976.

This country must take the lead in suggesting that the time has
come to deal with the disease that is destroying the international
monetary system, and to go beyond the bandaid process of inter-
vention.

I am delighted to welcome my colleagues, Representatives Hamilton
and Brown of Ohio. Welcome back.

Do you have anything to present at this point ¢

Representative HamruTon. No.

Representative Brown of Ohio. I will await the Secretary’s
statement.

Representative Reuss. Mr. Secretary, we appreciate your being with
us this morning. T want to congratulate vou on your recent trip in
which, as I understand it, vou talked with the Kremlin about trade
and similar matters that help in the erection of peace, and then in
Bucharest where you visited to congratulate President Ceausescu on
turning back increased military spending demands, citing Romanian
domestic economic considerations as the reason why they should not
increase their military spending.

I think you did a good job in both places. Incidentally, is there any
chance of getting Ceausescu over here to give us the same advice? That
might be helpful.

STATEMENT OF HON. W. MICHAEL BLUMENTHAL, SECRETARY
OF THE TREASURY

Secretary BLumeNTHAL. Mr. Reuss, Mr. Ceausescu was in this
country in April of this year. T have no idea when he will be returning.
But I would like to express my appreciation to vou and to the members
of your committee for inviting me to appear here and providing me
an opportunity todeal with the very important questions that you have
raised in calling this hearing. "

I have submitted to you and to the members of the committee, Mr.
Reuss, a prepared statement which T would like to submit for the record
in its entirety, given the importance of the issue and the importance
moreover of not being misunderstood. .

Representative Reuss. Without objection, your entire statement will
be received, and we would be pleased to have vou present it either ver-
batim, or go beyond it or eliminate some things, but your prepared
statement will be in the record.
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Secretary BrusenTrAL. In the interest of time, I will present
parts of it verbatim, but parts of it I will merely summarize.

Let me say at the outset that it is, of course, clear that the actions
which the President initiated on October 4, but more importantly on
November 1, were intended to deal with the interrelated problems of
inflation and the do}ar.

There was clearly a situation that had gotten out of hand. There was
a question of whether or not this country had the resolve to deal with
the problem of inflation which is the No. 1 economic problem of this
country, and there was a question of whether or not we would take
" action to counter what had become totally irrational conditions in
the exchange markets relating to the dollar.

We appreciate your support, your committee’s support in this effort
as it was announced. I think the results have been positive and I think
that the actions that have been taken should allay any doubts as to
our resolve with regard to the basic objectives that T have stated, for
we have now committed the major tools of economic policy in an inter-
related fashion to the task of unwinding inflation as well as to insuring
that instability and speculative activity, which have become totally
excessive and divorced from the underlying fundamentals, are stopped.

Let we say that there will be no waivering and no waffling in our
determination to continue this policy. We feel strongly that until we
succeed, we cannot assure the kind of econgmic goals which I am sure
you and the President share. The economic goals of seeing stable ex-
pansion of our economy and assuring the benefit of that expansion on a
fair and equitable basis is important to all sectors of our society.

Mr. Reuss, I will not go in any detail or read the description of the
economic situation faced within the United States at the time at which
this action was taken. I think it is laid out clearly in my prepared
statement in summary fashion. I will, of course, be glad to answer
questions about it. .

Let me just make this point. : :

We were facing a situation in which, domestically, inflation was
accelerating at a rate that was clearly completely excessive. We began
with a sitnation in which inflation was already ingrained in our
economy, steadily moving upward from the 1960’s into the 1970’s, with
some occasional downturns, but really with a continuing npward pres-
sure, with wages chasing prices and prices, in turn, chasing wages even
during periods of relative economic slack.

Given the good expansion of economic activity in the last 2 years
during the Carter administration, we now begin to see signs of tight-
ening in the economy, demand-pull signs, with industrial capacity
moving higher, with rates of unemployment for critical categories of
workers becoming very low, and the market becoming very tight,
and. therefore, additional inflationary pressures growing.

At the same time we began to see very, very clearly the feedback
effect of a declining dollar on the domestic inflation rate and we
learned the vicious cycle in which we were caught between these two
ghenomena. We estimate the decline in the dollar, which was in part

ue to the observation by others of accelerating inflation in the United
States, has added at least 1 percentage point to the rate of inflation
and possibly more. That added inflation indeed led to greater weak-
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ening of the dollar and, in turn, a kind of vicious circle began to ac-
celerate. It is not only that depreciation caused import prices to rise
in the United States, adding to inflation, but depreciation provided a
kind of umbrella under which domestic prices for products that are
competitive with imports and intermediate products, are also raised
and in this way the cycle is perpetuated.

The foreign exchange markets did react very adversely to this situa-
tion. In the month of October the dollar declined sharply against all
major currencies, therefore raising the specter of further inflation
down the road from this factor. The dollar fell by 6 percent against the
Swiss franc in 1 month alone, 7 percent against the Japanese yen,
by 12 percent against the German mark. On a trade weighted average
basis the dollar fell by 8 percent. All told, in the 13 months preceding
the November 1 initiative, the dollar had fallen 38 percent against the
Swiss franc, 34 percent against the yen, and 26 percent against the
Deutsch mark.

So we clearly had a situation on our hands where even though the
fundamentals were beginning to improve, this kind of situation was
perpetuating itself and making any effective measures to deal with
domestic inflation a very, very difficult task for the President and
for the administration.

Let me briefly mention the improvement in the fundamentals that
were clearly becoming apparent.

We had a budget deficit of $66 billion in 1976 representing 4.4 per-
cent of GN'P. The President is in the process of preparing a budget for
fiscal year 1980 which he has said and did say on October 24, would
have a deficit of $30 billion or less, which would represent somewhere
in the range of 1 percent of GNP, and which clearly puts into view
the possibility of moving toward balance in the budget in the period
beyond that. :

Representative BRown of Ohio. Could you give us the intervening
figures also, 1977 and 1978 ¢

Secretary BuumeEnTHAL. I Will submit the precise figures for the
record.

Representative Browx of Ohio. Just generally.

Secretary BLumeNTHAL. I believe that the figure—I am going from
memory now, sir—I think for fiscal 1979 we estimate a budget deficit
of somewhere around $40 billion. For the period fiscal 1978, I believe
lt)}'lﬁ'budget deficit was $48.5 million; and for fiscal 1977, it was $45

illion.

So it was $66 billion in fiscal 1976, $45 billion in fiscal year 1977, $49
billion in fiscal year 1978, and $39 billion for the fiscal year in which
we are now in, and $30 billion or less is the target that the President
has publicly stated for the budget he will submit next month.

In spite of that reduction, and the very tight fiscal policy that under-
lies it, confidence had eroded in the international markets to such an
extent that any improvements in the underlying situation were being
ignored. This included the energy legislation which had been passed,
which we estimate in 1979 alone will mean a reduction in import re-
quirements, because of the natural gas part of it, by at least 500,000 bar-
rels a day. But more importantly, the market ignored that the current
account and trade balances of the United States were substantially im-
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proving, from a current account deficit of some $17 billion this year to
an expected figure of as low as §6 or $7 billion next year.

Despite all of these factors, the dollar continued to decline along the
lines that I have indicated. It is in that situation and that context that
the administration decided to act and act forcefully. I will not go into
the details of precisely what that action was. It is indicated in my
prepared statement.

May I merely say that it represents a coordinated, comprehensive,
and interrelated set of actions which deal both with the goal of ﬁghting
inflation in the United States by instituting a very tight fiscal an

“monetary policy, to complement the voluntary cooperation of labor
and management and business, and stopping this deteriorating situa-
tion in the exchange markets which had become a part of our inflation
problem. '

Let me then turn to the results of these measures. We are gratified
that the reaction to these measures has been good. I believe that there
now is a realization among governments and in the financial commu-
nity as well as in the general public, that the U.S. Government is deter-
mined to deal effectively and decisively with our economic problems,
that we will act to bring inflation under control, that we will strengthen
the dollar at home and abroad. In my travels, both to the Middle East
and more recently, as you indicated, to Germany, to England, to the
Soviet Union, to Romania, wherever I went, I found a sense that we
have taken charge of dealing with these problems and a sense of satis-
faction, both publicly and privately, that we seem to be on the right

- track.

This regeneration of confidence in the dollar rests on the measures
announced on November 1 and the reaffirmation by the President of his
determination to exercise fiscal austerity. Let me repeat, that the Presi-
dent intends his 1980 budget to be tight with a deficit of $30 billion or
1«}3&, and that a balanced budget is now a realistic goal for years there-
after.

Coordinated with this thrust on the fiscal side is increasing restraint
being exercised by monetary policy. Monetary policy is a responsibility
of the Federal Reserve and 1t should stay that way, but the administra-
tion has a view as to how it should be managed. That view is that mone-
tary policy has to dovetail with tight fiscal policy. Monetary policies
must be kept tight until inflation has been brought under control.

In concert, the major tools of economic stabilization will be used in
support of the President’s wage-price deceleration program to attack
the causes, not just the symptoms, of inflation.

Tt is too early, of course, to see a reflection of recent policy actions in
the statistics on inflation, but we have seen a change in the confidence
exhibited in the financial markets. The stock market has recovered
some of its October losses, as have the prices on long-term securities.
In fact, though some short-term rates have risen nearly a full per-
centage point since the November 1 announcements, interest rates on
long-term instruments have remained relatively unchanged. This sug-
gests an improvement in inflationary expectations over the longer
term.

Some apprehensions are being expressed that the program may be-
come too effective and throw the economy into a recession. There are
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risks, to be sure ; economic forecasting is at best an imprecise art. But
certainly the risks of recession with the program are far less than the
certainty of recession if inflation were allowed to accelerate unchecked.
Indeed, the program we have launched is the best guarantee of avoid-
Ing recession. )

Although recent inflation rates have been in or near the double-digit
range, the economy remains fundamentally strong and in good balance.
Real economic growth so far this year has been almost 4 percent, and
there are few distortions in the composition of output. .

Employment continues to grow at an exceptionally strong rate. The
most recent data on retail sales show that consumers are still in a buy-
ing mood. Inventories remain in balance with sales. The flow of new
orders for durable goods—particularly for nondefense capital goods—
is high and order backlogs are rising.

Housing activities continue at a high rate of over 2 million new
starts. The introduction of a new financial instrument, the money
market certificate, has enabled thrift institutions to compete for funds
and maintain the supply of funds in mortgage markets. Exports, par-
ticularly of manufactured goods, have been rising substantially while
our imports, other than of petroleum, have been rising more slowly.

Mr. Reuss, these are not the symptoms of a sick economy unable to
sustain momentum under the weight of fiscal and monetary restraint.
Rather, these are the signs of a strong economy approaching the real-
istic limits of resource capacity which needs and can afford some mod-
eration in pace. May I say here that I had an opportunity just last
night to visit with a wide range of chief executives from major Ameri-
can corporations, who are in town for a meeting of the Business Coun-
cil. While it is certainly an unscientific ssmpling procedure. I did my
own private sample in talking toa good many of them as to their view
on where their own business 1s and where it is going, and I must say
that virtually uniformly these chief executives of major corporations in
every area of economic activity, told me that business is good, that
they are confident that the prospects are encouraging, that they read
in the paper that certain forecasting organizations are forecasting a
recession, but they cannot see it. They can’t see it in the ring of the cash
register and they can’t see it in terms of incoming orders for capital
goods. They can’t see it in terms of the labor markets or in any other
way.

T think that is somewhat encouraging in terms of the impact of these
kinds of programs on the future of the economy.

The President, however, intends to bring inflation down and to keep
it down. He realizes that this is the only sure way to maintain an in-
crease in the standard of living for all Americans, especially the poor
and the elderly who depend on fixed incomes. We cannot at this stage
in the economy opt for growth at the expense of inflation. Restraint on
the monetary and fiscal fronts must now be pursued to assure real
growth later. Fortunately the economy is strong and able to stand the
discipline required.

Tt is apparent that this commitment to responsible economic man-
agement is beginning to take hold. We are beginning to see a change in
tone, a modification in expectations in the foreign exchange and do-
mestic money markets. As the full realization of the extent of our
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measures and the degree of our determination to persevere spreads, 1
believe we will see further dollar strength in the markets.

In summary, Mr. Reuss, the response here and abroad to the meas-
ures announced November 1 has been very encouraging. The an-
nouncement has been interpreted rightfully as a signal that we are de-
termined to deal effectively and decisively with inflation, which is our
primary economic problem, and so maintain the strength of the dollar.
That interpretation is correct. We are fully committed, we will persist
as long as is necessary to control inflation. We will exercise tight
budgetary restraint, maintain responsible monetary policies, imple-
ment effective wage-price guidelines and work for stable, orderly con--
ditions in the foreign exchange markets. ) ) -

This is the right way and the only way to achieve our basic economic

oals. :
g Mr. Reuss, let me now turn to addressing some of the specific
concerns which you have raised. The first involves our intervention
objectives.

The shift in intervention practices announced on November 1 was
aimed at correcting a particular situation. Our objective is to restore
order and a climate in the exchange markets in which rates can respond
to the economic fundamentals, in this case to the improved outlook
for the fundamentals that underpin the dollar’s value. We are not
attempting to peg exchange rate or establish targets, or push the dollar
beyond levels which reflect the fundamental economic and financial
realities. : :

On the subject of the competitive position of U.S. exports, let me
make one thing absolutely clear. There are those who feel that con-
tinuing decline in the dollar is good for trade. This is a dangerous
misconception. The United States does not need to pursue dollar
depreciation to buy market position. To have argued on October 30
or to argue now for more dollar depreciation as a way of correcting
our trade deficit is a simplistic and nonsensical view that could force
a collapse of an open capital and trading system. The administration
firmly rejects such tactics.

Second, Mr. Reuss, you ask in the press release that announced these
hearings why differentials in interest rates between the United States
and other strong countries would be any more effective now than before
in attracting capital. The answer lies in investor expectations about the
future. The key to attracting investment is to offer investors a real
rate of return. While nominal interest rates have been high in the
United States, inflation has rendered them negative in real terms. If
investors are being offered the promise of less inflation and a real
return on their investments, it should be easier to attract the capital
needed to finance our current account deficit.

_Third, your staff has questioned the Treasury decision to issue $10
billion of foreign currency denominated bonds.

To reiterate, the Treasury did announce its intention to issue up to
$10 bllhgn in securities denominated in foreign currencies. The first
of these issues—for DM2.5 to DM3 billion—will be issued tomorrow.
In fact. the amount will be just slightly in excess of the equivalent of
$1.6 billion. We plan a Swiss franc issue in January and we are also
%éx';lgng consideration to a yen denominated borrowing in Japan in

43-286 O~ 79 - 2
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It is important to realize that these securities are being issued only
for the purpose of acquiring foreign currencies for the intervention
effort. They are not intended as an effort to “mop up” unwanted
dollars. They are being sold only to residents of the country issuing
the currency in which the securities are denominated. We are seeking
to minimize the extent to which purchasers switch out of dollars to
effect these purchases.

There were important reasons for including foreign currency de-
nominated securities in our package. The issuance of securities with,
in case of DM, 3- to 4-year maturities, provides us with additional
foreign currency resources, for a longer time period, and gives as-
surance to the market that the United States will not be pressured
to reverse its intervention operations too soon kecause of its need to
accumulate the foreign currencies needed to repay swaps. In addi-
tion, the issuance of these securities demonstrates that we are firmly
committed to strengthening of the dollar over time and that we will
use all means at our disposal.

With the issuance of foreign currency-denominated notes, there is
the potential for exchange rate gains and losses. The calculation of
the total “cost” of such borrowing must take into account the interest
rate differential between domestic and foreign markets, as well as
possible gains and losses because of exchange rate changes. Of course
there is a risk. But the alternative cost to the economy of failing to
move with adequate and comprehensive measures constituted an even
greater risk. If you will permit me, this is a case of being penny-wise
rather than pound-foolish. The importance of assembling a compre-
hensive and credible package to strengthen the dollar justifies the
lesser risk we have assumed.

Finally, there is the question of the role played by the IMF in our
November decision. The actions we took on November 1 were fully
in keeping with our obligation “to assure orderly exchange arrange-
ment and to promote a stable system of exchange rate * * *” by
“fostering orderly economic growth with reascnable price stability.”
Since part of the November 1 package consisted of a reserve tranche
drawing from the IMF and sales of SDR’s, we, of course, discussed
these plans with the Fund management prior to the announcement.

The U.S. program was also explained subsequently to the IMF
Executive Board in connection with activation of the general arrange-
ments to borrow (GAB) for financing part of the U.S. drawing. The
proposal was supported by the IMF and the GAB participants. On
December 13 the Board discussed the U.S. program in more detail,
under IMF surveillance procedures, and expressed support for the
U.S. action.

Mr. Reuss, you have also asked whether the IMF has undertaken to
reduce the key currency status of the dollar. And questions have been
raised as to whether reduction or elimination of the dollar’s role as a
reserve currency would remove pressure on the exchange rate and
make domestic restraint less necessary. )

Let me make two points. First, any such fundamental change in the
international monetary system would have far-reaching effects on
other parts of the system and could not be considered in isolation. Nor
could such a restructuring of the system be simply mandated by the
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IMF. It would require detailed .study and negotiation, looking
toward arrangements that would be acceptable to all countries.

. We would need to know what system we would be moving to before
dismantling the one we have. There were extensive studies of possible
changes in the monetary system earlier in this decade, many of which
would have meant a sharply reduced reserve role for the dollar. Ulti-
mately, none of these changes appeared practical or widely desired. 1
stress this point not because we are unwilling to consider change, but
because the full implications of such change need to be recognized and
assessed.

Second, the United States is going to be in difficulty if it continues
to run an inflationary economy, regardless of the reserve role of the
dollar, and no reform of the system can obviate the need for us to
pursue policies of restraint to counter inflation, or to maintain a rea-
sonably strong external position.

As international economic and financial relationships evolve, the
role of the dollar can be expected to evolve to reflect changes in under-
lying economic realities. There is widespread agreement on progressive
development of the SDR’s role in the system, and other currencies may
also take on a larger role. But such changes will come about gradually
over an extended period of time and they must come about in an or-
derly manner.

As a practical matter, the dollar will continue to play an important
role in international monetary relationships for the foreseeable future
if the world is to continue to achieve growth and progress. Accord-
ingly, it is our duty to manage the dollar in a manner which benefits its
central role in the system. This is precisely what President Carter,
Chairman Miller, and colleagues intend to do.

Thank you very much. :

[The prepared statement of Secretary Blumenthal follows:]

PREPARED STATEMENT OF HON. W. MICHAEL BLUMENTHAL
INTRODUCTION

Mr. Chairman, it is a particular pleasure to appear here today to discuss
the actions announced by the President, Chairman Miller and myself on Novem-
ber 1, 1978 to strengthen the dollar at home and abroad. The actions were taken
in the context of persisting inflation and financial market conditions—domestic
and international—which reflected doubts about the determination of this
Administration to stop inflation and defend the value of the dollar.

Our actions should allay these doubts. We have committed the major tools
of economic policy to the task of unwinding the inflation that has plagued us
for the past decade. Let there be no mistaking our determination: there will be
no waflling and no wavering. We intend to persist because controlling inflation
is absolutely essential to the achievement of the social and economic - goals
which are at the core of President Carter’s policies.

Obviously, the dramatic circumstances in which the November actions were
taken should not overshadow the very important measures taken earlier to deal
with our fundamental economic problems. Each of these measures must be seen
as part of an integrated array of policies. Any one of them alone is not sufficient,
but together I believe they do the job.

THE ECONOMIC SITUATION WE FACED IN OCTOBER

Even with the full force of economic policies addressing the inflation problem,
it will not be an easy or a painless task to reduce inflationary pressures. Inflation
has become deeply ingrained in our society, and in the expectation on which pri-
vate sector decisions are based. And as inflation has persisted and accelerated,
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there is the threat of adding demand-pull pressures to the worst elements of cost-
push forces.

In the early stages of recovery from the 1974-75 recession, the persistence
of a high underlying rate of inflation, despite significant slack in resource
utilization, reflected largely a pattern of wages-chasing-prices-chasing-wages.
As the recovery from the recession continued, and as inflation persisted, an
overall environment of inflationary expectations was fostered, with the expecta-
tion of further inflation distorting costs, prices, the structure of production, and
decisions on saving and investment.

To the intensifying expectation of further mﬂatmn have been added some
signs that real presures on resource availability may be emerging—scattered
signs to be sure, but still troublesome. The economy has maintained strong mo-
mentum since the winter lull of 1977; real growth has averaged close to a 4
percent annual rate this year, and in some sectors of the labor market and in some
industries, demands have begun to press on available resources. While the
overall unemployment rate has remained close to 6 percent during much of the
year, unemployment among skilled workers and others characterized as part
of the “prime labor force”’ has declined. For example the unemployment rate
for married men, at 2.5 percent, is not far above the rate during most previous
periods of peak labor demand. Non-union wages have been rising more rapidly this
year than unions wages, reflecting both the strength of demand factors in the
labor market and the increased minimum wage. The employment rate (the ratio
of people employed to the working age population) continues to rise.

While industrial capacity utilization overall has remained in the area of 85
percent—Ileaving some margin for expansion—capacity limits are approaching
for some industries. Moreover, the official statistics may be overstating the ex-
tent of spare capacity that can be utilized in a cost-effective manner.

It has become increasingly clear that, in recent months, the economy has
entered the zone of resource utilization within which demand pressures are more
easily translated into rising prices. Thus, there is a danger of adding demand-
pull to the existing cost pressures.

Moreover, the inflation has incorporated a new “feedback’” mechanism: as
the rise in domestic prices weakened the dollar, this has resulted in higher prices
for imported goods. and through an “umbrella effect,” in higher prices for
many domestic products competing with imports. Perhaps as much as one
full percentage point of inflation this year reflects the effects of the depreciation
of the dollar, and this has given the inflationary spiral a further turn.

The combination of inflationary expectations, emerging demand pressures
and the domestic price effects of a weakening dollar have been reflected in an
acceleration in the underlying rate of inflation. Over the past three months,
wholesale prices rose at about 1014 percent annual rate; even excluding food,
the rate was near 8 percent. Consumer prices rose at nearly a 9 percent rate in the
last three months, at a 9% percent annual rate excluding food. The growing
pessimism about inﬂationary prospects was reflected in financial markets. Stock
prices fell precipitously in the last two weeks of October, and priceS‘of long-term
debt instruments also declined.

In the foreign exchange market, severe and persistent disorder and excessive
declines in the dollar were undermmmg our efforts to control inflation and were
adversely affecting the climate for continued investment and growth in the
United States. In the month of October the dollar declined sharply against
virtually all major currencies. The dollar fell against the Swiss franec by 6 percent,
the Japanese yen by 7 percent, and the German mark by 12 percent. The trade-
weighted dollar fell by 8 percent. All told, in the 13 months preceding the Novem-
ber 1 initiative the dollar had fallen 38 percent against the Swiss franc, 34
percent against the yen and 26 percent against the DM.

As November approached, it became clear that the market was failing to take
account of the improvements that were being made in the underlying conditions
that determine the dollar’s value. The Administration had ‘inherited a budget
deficit of over $66 billion in 1976 or roughly 4.4 percent of GNP ; it was paring
the budget for 1980 to $30 billion or below, roughly 1 percent of GNP. Energy
legislation had been passed which would result in savings of at least 500,000
barrels per day by 1979 from levels that might otherwise be expected. The volume
of trade flows had begun to reflect improvements in our competitive position.
The trade balance of the United States had receded to a $31 billion annual
rate in the second and third quarters of the year from a $45 billion rate in the
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first and was heading further down. The nation’s surplus on investment income
and other service transactions had grown sharply. The outlook for the current
account was dramatically improved, allowing us to predict with confidence that
it would drop by 50 to 60 percent from the $17 billion in 1978 to as little as $6
billion in 1979. And to reinforce these trends the President had instituted a deter-
mined anti-inflation program and an enhanced national export effort. Yet the
dollar continued to be sold. The psychology of the market during the month of
October was such that these favorable developments in underlying economic
conditions, and Administration statements reaffirming its determination to follow
through on our anti-inflation program, were unable to halt a wave of pessimism
about the prospects for the dollar. .

The consequences of a continued deterioration of the dollar were grim. The
precipitous decline of the dollar threatened to erode our anti-inflation effort.
Foreign official and private portfolio managers were already showing signs of
selling off U.S. securities and would have been tempted to seli more, further
disrupting the stock and bond markets. Dollar holders abroad would have been
encouraged to sell more of their outstanding dollar holdings for assets denom-
inated in other currencies. The OPEC countries would have been pressured to
substantially raise oil prices to recoup excessive dollar losses. The world econ-
omy—indeed, the whole world financial system-—would have been impaired—and
with it, the economy of the United States. The leadership of this nation in world
affairs, political as well as economic, would have been severely damaged.

We could not tolerate this situation. Firm action was needed to strengthen
the dollar both at home and abroad.

OUR NOVEMBER 1 ACTIONS

Thus, on November 1 we took the direct and forceful measures that were
needed. You are familiar with the specific measures announced on that date.
They entailed :

A $3 billion increase in reserve requirements on large certificates of deposit
and a rise in the discount rate by a full 1 percent;

An increase in Treasury’s monthly sales of gold to at least 134 million ounces
per month, starting with this month’'s auction;

A decision to join with Germany, Switzerland and Japan in closely coor-
dinated exchange market intervention; .

The mobilization of $30 billion in DM, Swiss francs and yen to finance that
portion of the intervention undertaken by U.S. authorities.

The U.S. financing involves an approximate doubling of Federal Reserve swap
lines with the central banks of Japan, Germany and Switzerland, to a total of
$15 billion; U.S. drawings on the IMF of $3 billion ; U.S. sales of about $2 billion
of Special Drawing Rights; and issuance by the Treasury of foreign currency
denominated securities in amounts up to $10 million. .

Most of the foreign currency resources have already been mobilized. The
increase in the central bank swap lines took effect immediately on announcement.
Drawings on the IMF in Deutsche Marks and Japanese yen amounting to the
equivalent of $2 billion and $1 billion were made on November 6 and 9. We sold
about $1.4 billion equivalent in SDR’s for Deutsche Marks and yen on November
24. The first tranche of DM-denominated securities, about $114 to 1% billion
will be issued tomorrow.

By so massing a sizable and broad reaching pool of resources, we intend to
signal to the world that the dollar had been pushed too far and that the U.S.
authorities were determined to correct the situation.

THE RESULTS OF OUR MEASURES

Mr. Chairman, reaction to our measures has been good. I believe there is a
realization among governments and in the financial community as well as in the
general publie, that the U.S. government is determined to deal effectively and
decisively with our economic problems—that we will act to bring inflation under
control; that we will strengthen the dollar at home and abroad.

This regeneration of confidence in the dollar rests on the measures announced
November 1 and on the reaffirmation by the President of his determination to
exercise fiscal austerity. Let me repeat that the President intends his 1980
budget to be tight, with a deficit of $30 hillion or less. A balanced budget is now
a realistic goal for the years thereafter.
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Coordinated with this thrust on the fiscal side is the increasing restraint being
exercised by monetary policy. Monetary policy is the responsibility of the Federal
Reserve and it should stay that way. But the Administration has a view as to
how it should be managed. Let me make clear our view. It is that monetary
policy has to dovetail with tight fiscal policy. Monetary policy must be kept
tight until inflation has been brought under control. In concert, the major tools
of economic stabilization will be used in support of the President's wage-price
deceleration program to attack the causes, not just the symptoms of inflation.

It is too early, of course, to see a reflection of recent policy actions in the
statistics on inflation. But we have seen a change in the confidence exhibited in
financial market behavior. The stock market has recovered some of its October
losses, as have the prices of long-term securities. In fact, though some short-

term rates have risen nearly a full percentage point since the November 1
announcement, interest rates on long-term instruments have remained relatively
unchanged. This suggests an improvement in inflationary expectations over the

longer term.
Some apprehension is being expressed that the program may become {00
effective and throw the economy into recession. There are risks to be sure—

economic forecasting is at best an imprecise art—but certainly the risks of
recession with the program are far less than the certeinty of recession if inflation
were allowed to accelerate unchecked. Indeed, the program we have launched
is the best guarantee for avoiding recession.

Although recent inflation rates have been in, or near, the double-digit range,
the economy retains fundamszntal strength and good balance. Real econoniic
growth so far this year has been almost 4 percent and there are few distortions
in the composition of output. Employment continues to grow at an exceptionally
strong rate. The most recent data on retail sales show that consumers are still
in a buying mood. Inventories remain in good balance with sales. The flow of
new orders for durable goods—particularly for nondefense capital goods—Iis
high and order backlogs are rising. Housing activity continues at a high rate
of over 2 million new starts; the introduction of a new financial instrument—
the monzsy market certificate—has enabled thrift institutions to compete for
funds and maintain the supply of funds in mortgage markets. Our exports, par-
ticularly of manufactured goods, have been rising substantially while our
imports—other than of petrolenm—have risen more slowly.

These are not the symptoms of a sick economy, unable to sustain momentum
under the weight of fiscal and monetary restraint. Rather, these are signs of a
strong economy approaching the realistic limits of resource capacity which needs

and can afford some moderation in pace.
The President intends to bring inflation

that this is the only sure way to maintain
for all Americans, especially the poor and the elderly who depend on fixed in-

comes. We cannot at this stage in the economy opt for growth at the expense of
infiation. Restraint on the monetary and fiscal fronts now must be pursued to
assure real growth later. Fortunately the economy is strong and able to withstand
the discipline that is required.

It is apparent that this commitment to responsible economic management is
beginning to take hold. We are beginning to see a change in tone, a modification
in expectations in the foreign exchange and domestic money markets. As the
full realization of the extent of our measures and the degree of our determination
to persevere spreads, I believe we will see further dollar strength in the markets.

In summary, Mr. Chairman, the response here and abroad to the measures
announced November 1 has been very encouraging. The announcement has been
interpreted rightfully as a signal that we are determined to deal effectively and
decisively with the inflation which is our primary economic problem and to main-
taining the strength of the dollar. That interpretation is correct. We are fully

committeed. We will persist as long as is necessary to control inflation. We will
exercise tight budgetary restraint, maintain responsible domestic monetary

policies, implement effective wage-price guidelines, and work for stable, orderly
conditions in the foreign exchange markets. This is the right way, and the only
way, to achieve our basic economic goals.

Mr. Chairman, let me now turn to addressing some specific concerns.

The first involves our intervention objectives.

Theé shift in intervention practices announced on November 1 was aimed at
correcting a particular situation. Our objective is to restore order and a climate
in the exchange markets in which rates can respond to the economic funda-

down and keep it down. He realizes
and increase the standard of living
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mentals, in this case to the improved outlook for the fundamentals that underpin
the dollar’s value. We are not attempting to peg exchange rates or establish
targets or push the dollar beyond levels which reflect the fundamental economic
and financial realities. .

On the subject of the competitive position of U.S. exports, let me make one
thing absolutely ciear. There are those who feel that continuing decline in the
dolar is good for trade. This is a dangerous misconception. The United States does
not reed to pursue dollar depreciation to buy market position. To have argued on
October 30 or to argue now for more dollar depreciation as a way of correcting
our trade deficit is a simplistic and nonsensical view that could force a collapse
of an open capital and trading system. The Administration firmly rejects such
tactics. .

Second, Mr. Chairman, you ask in the press release that announce these hear-
ings why differentials in interest rates between the U.S. and other strong coun-
tries would be any more effective now than before in attracting capital. The
answer lies in investor expectations about the future. The key to attracting
investment is to offer investors a real rate of return. While nominal interest rates
have been high in the United States, inflation has rendered them negative in real
terms. If investors are being offered the promise of less inflation and a real return
on their investments, it should be easier to attract the capital needed to finance
our current account deficit,

Third, your staff has questioned the Treasury decision to issue $10 billion
of foreign currency denominated bonds.

To reiterate, the Treasury did announce its intention to issue up to $10 billion
in securities denominated in foreign currencies. The first of these issues—for
215 to 3 billion DM-—will be issued tomorrow. We plan a Swiss franc issue in
January and we are also giving consideration to a yen denominated borrowing
in Japan in 1979.

It is important to realize that these securities are being issued only for the
purpose of acquiring foreign currencies for the intervention effort. They are not
intended as an effort to “mop up” unwanted dollars. They are being sold only to
residents of the country issuing the currency in which the securities are denom-
inated. We are seeking to minimize the extent to which purchasers switch out of
dollars to effect these purchases.

There were important reasons for ‘including foreign currency denominated
securities in our package. The issuance of securities with, in case of DM, three
to four year maturities, provides us with additional foreign currency resources,
for a longer time period, and gives assurance to the market that the United States
will not be pressured to reverse its intervention operations too soon because of its
need to accumulate the foreign currencies reeded to repay swaps. In addition,
the issuance of these securities demonstrates that we are firmly committed to
strengthening of the dollar over time and that we will use all means at our
disposal.

With the issuance of foreign currency-denominated notes, there is the poten-
tial for exchange rate gains and losses. The calculation of the total “cost” of such
borrowing must take into aceount the interest rate differential between domestic
and foreign markets, as well as possible gains and losses because of exchange rate
changes. Of course there is a risk. But the alternative cost to the economy of
failing to move with adequate and comprehensive measures constituted an even
greater risk. If you will permit me Mr. Chairman, this is a case of being penny-
wise rather than pound-foolish. The importance of assembling a comprehensive
and cre(ildible package to strengthen the dollar justifies the lesser risk we have
assumed.

Finally, there is the question of the role played by the IMF in our November
decision. The actions we took on November 1 were fully in keeping with our
obligation “to assure orderly exchange arrangement and to promote a stable
system of exchange rate * * *’ by “fostering orderly economic growth with
reasonable price stability.” Since part of the November 1 package consisted of a
reserve tranche drawing from the IMF and sales of SDRs, we of course discussed
these plans with the Fund management prior to the announcement. The U.S. pro-
gram was also explained subsequently to the IMF Executive Board in connection
with activation of the General Arrangements to Borrow (GAB) for financing part
of the U.S. drawing. The proposal was supported by the IMF and the GAB
participants. On December 13 the Board discussed the U.S. program in more
degiil, under IMF surveillance procedures, and expressed support for the U.S.
action.
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Mr. Chairman, you bave also asked whether the IMF has undertaken to reduce
the key currency status of the dollar. And questions have been raised as to
whether reduction or elimination of the dollar’s role as a reserve currency would
remove pressure on the exchange rate and make domestic restraint less necessary.

Let me make two points. First, any such fundamental change in the interna-
tional monetary system would have far-reaching effects on other parts of the
system and could not be considered in isolation. Nor could such a restructuring
of the system be simply mandated by the IMF—it would require detailed study
and negotiation, looking toward arrangements that would be acceptable to all
countries. We would need to know what system we would be moving to before
dismantling the one we have. There were extensive studies of possible changes in
the monetary system earlier in this decade, many of which would have meant a
sharply reduced reserve role for the dollar. Ultimately, none of these changes
appeared practical or widely desired. I stress this point not because we are un-
willing to consider change but because the full implications of such change need
to be recognized and assessed.

Second, the United States is going to be in difficulty if it continues to run an
inflationary economy, regardless of the reserve of the dollar, and no reform of the
system can obviate the need for us to pursue policies of restraint to counter
inflation, or to maintain a reasonably strong external position.

As international economic and financial relationships evolve, the role of the
dollar can be expected to evolve to reflect changes in underlying economic reali-
ties. There is widespread agreement on progressive development of the SDR’s
role in the system, and other currencies may also take on a larger role. But such
changes will come about gradually over an extended period of time and they
must come about in an orderly manner. As a practical matter, the dollar will con-
tinue to play an important role in international monetary relationships for the
foreseeable future if the world is to continue to achieve growth and progress.
Accordingly, it is our duty to manage the dollar in a manner which befits its
central role in the system. This is precisely what President Carter, Chairman
Miller and I intend to do. )

Representative Reuss. Thank you, Secretary Blumenthal, for a very
incisive and helpful statement. ‘

We will now proceed under the 10-minute rule.

Until very recently, the U.S. scenario for our international monetary
troubles was to say to the Germans and Japanese, “Why don’t we all
have a forward moving growth rate, and why don’t you two fellows
grow a little more” which they, in general, agreed to do. But quite
recently, Prime Minister Elect Ohira of Japan said that there won’t
be any increased stimulus measures for 1979, which constitutes a de-
parture from their growth targets; and OECD has disclosed that
Germany is unlikely to reach its targeted growth rate.

Now we come along and say—I am not saying this is right or wrong,
just what is happening—we come along and say, OK, we are going to
pursue austerity and check our growth rate in order to get a grip on
inflation at home and a wobbling dollar abroad.

Does this not mean, in effect, that the three great industrial powers
have gone from a “let’s all grow” policy, to a let’s all—I won’t say
stagnate—but “let’s all grow a lot less” policy ?

Secretary BromenTHAL. I don’t believe so, Mr. Reuss. The Japa-
nese indicated in Bonn at the summit meeting that they were setting a
rate of 7 percent for growth in real terms, which, of course, is very,
very fast. They will not, as I understand it, reach that target.

Our estimate is that they may reach 5 or 514 percent 1n real terms; 5
or 514 percent is not, by my definition, “stagnation.” T think it is a
positive and substantial rate of growth. ]

Now, our concern is that it 1sn’t fast enough to help in correcting
the imbalances that have existed internationally. That is why we wel-
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comed the goal of 7 percent. But certainly even a shortfall from that
is not really an example of stagnation.

Similarly, the Germans are expecting in 1979 a real rate of growth of
almost 4 percent, and compared to the stagnating level of German eco-
nomic activity a year ago, that, too, represents an encouraging trend
in the right direction.

As to the United States, we had been growing very rapidly. As you
know, we came out of the worldwide recession, more quickly than the
* others in an earlier period. We are slowing down and we should slow
down, in order to deal with this inflation problem because if we don’t
deal with it now, we are going to have a worse situation on our hands
later and will really then have the risk of a recession substantially
increased. ' ) :

So, I would say what has happened is that there has been a change
in the pattern. We were growing faster, the other two countries were
growing more slowly. Now the other countries are accelerating and we
are slowing down and that will be one of the reasons why the external
situation is likely to be much more favorable to exchange markets.

Representative Reuss. Thank you.

In response to our question about our Government’s intention with
respect to intervention in foreign exchange markets, you give a very
clear answer in your statement: “We are not attempting to peghex-
change rates or establish targets or push the dollar beyond levels which
reflect the fundamental economic and financial realities.”

And you also state, “Our objective is to restore order and a climate
in the exchange markets in which rates can respond to the economic
fundamentals.”

I find that an admirable statement. My question is: As a result of
fhe November 1 program, have we now reached approximately those

evels?

Secretary BuumeNTHAL. This is a delicate area, for the one thing
one must not do is to be too precise in public about that kind of situa-
tion because it is almost certain to be misunderstood or misinterpreted.

Certainly there has been much less disorder and speculation and
chaos in the markets than prior to November 1, and we have been
encouraged by the upward movement in the value of the dollar from
the levels that had been reached, which were totally unrelated to
underlying realities.

We will watch the situation carefully, but I don’t think it would be
fruitful for me to indicate whether a particular level at a particular
point of time is the right level.

We have a system in which movement will occur; I have indicated
that we think the American economy is strong and healthy. I have
indicated the improvements in our external accounts and the strong
measures being taken domestically on inflation.

I think these are all factors that indicate strength of the economy,
and I think the markets will reflect that.

Representative Reuss. Mr. Secretary, in my communications with
you prior to the hearing I indicated my vigorous support for the idea
of getting started right now on some kind of a substitution account in
the International Monetary Fund so that central banks aren’t so
almost exclusively dependent on the dollar as key currency. The sub-
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stitution account is not, in heaven’s name, intended to replace the dol-
lar, but to take some small part of the $700 billion overhang, or what-

: evef1 amount it is, out of the market if that is what people want to do
with it.

You very forthrightly answered toward the end of your statement
that you were not favorably disposed toward the idea, which is quite
consistent with what the Treasury has been saying in Mexico City
and other places. Since this is likely to be the subject of an ongoing
and friendly debate between us, let me make sure that I am not being
misunderstood, and I am not sure that I am being understood
correctly.

In your prepared statement you say, speaking about the points I
have raised, “Questions have been raised as to whether reduction or
elimination of the dollar’s role as the reserve currency”—let me be
clear, I am talking about a reduction, not an elimination, God forbid—
“would remove pressure on the exchange rate and make domestic
restraint less necessary.”

Well, that is just the opposite of what I have in mind. What worries
me about the present system is that, as must be evident to all of us,
there is precious little domestic restraint. We are in the enviable posi-
tion enjoyed by no other country in world history so far as I know
of being able to print dollars thereby enabling us to live beyond our .
means and invest abroad beyond our means. '

The removal of what DeGaulle called the exorbitant privilege, or at
least partial removal of it, would, I should think, impose a very
sensible restraint on us.

So I am hopeful that the discussion could proceed clearly in the
recognition that there are those of us who think it would be a good
thing for this country to put before the people at Guadalupe, the
people at the IMF, and so on, the idea that we are quite willing, and
wouldn’t have our noses bent out of joint one bit to accept an inter-
national SDR-type, ECU-type currency, as a partial replacement for
the dollar. We think that that wouldn’t be a bad idea at all.

The suggestion of a substitution account is not advanced by me as
a method of making domestic economic monkeyshines easy; I want
to make them more difficult. ' .

Secretary BrumeNTHAL. If I could make a few comments, Mr.
Reuss. I would begin by saying that the goal of making domestic
economic monkeyshines as difficult as possible is one that you and
I share, and I suspect that my good friend and colleague, Chairman
Schultze, who has just arrived, would enthusiastically endorse that
goal as well.

T think first of all the foreign dollar holdings—the so-called over-
hang—is in itself such a massive number that it tends to obscure the
underlying facts. I think it is important to bear those in mind. Also,
the $700 billion figure for the eurocurrency market is a gross figure;
it is not a net figure.

We estimate that roughly half of that represents obligations owed
by some foreign entities to other foreign entities or individuals.

We further estimate that the remaining $300 billion, which are
amounts owed by Americans to foreigners, is offset by an amount
somewhat greater of claims by Americans on foreigners, albeit in
less liquid form.
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Second, I think the point needs to be made that it is not the over-
hang which is causing or has caused in the past the instability of the
dollar and the decline of the dollar unrelated to the fundamentals
and the chaotic conditions that were created. The owners of those
resources react in the same way as you and I would react, and that is
they react in terms of their expectations as to the fundamentals of the
U.Sy. economy.

If they see us acting responsibly domestically, following the kind
of economic policies that I have described this administration is fol-
lowing, then the fact that there is this free international capital market
out there is not really a deterrent. ,

If they see us with the deteriorating situation—declining current
account, a declining trade balance, inflation rising, and the United
States pursuing a policy of growth-come-what-may—there is going
to be trouble for us whether you have 300, 500, or 700 out there, or
whether you have no overhang out there.

Now, as to the substitution account, itself, central banks—which
under that proposal, as I understand it, would be exchanging dollars
for SDR’s—represent a relatively small cause of the volatility in the
exchange markets in the past.

The far greater reason for that volatility is the private dollar hold-
ings and not the central bank or the official ones.

So the substitution account in and of itself would not really deal
with the volatility question either.

Having said that and bearing in mind that we want to have an open
world capital market and that the United States is a big factor in the
system, we do not object to an orderly evolution; in fact, we favor, as
you do, an orderly evolution of the international monetary system in
a direction that may, over time, lead to a decreased role of the dollar
as the central currency in the world. '

We do believe that this is not something that can be ordained. We
do believe that that is something that countries can’t get around and
make a decision on and then will it. .

Given the size and importance of the United States in the world.
this is something that has to evolve over time. We are not stone-
walling this; we are not trying to prevent it. We merely recognize
that for a long time to come we will have to play a central role, the
dollar will continue to be very important, and that we have to con-
duct ourselves domestically and internationally, and in an inter-

related way, accordingly.
~ Representative Reuss. My time is up, and T am slightly more en-
couraged by what you just said. .

I would add to that that T can’t see a better way of getting foreign
monetary authorities more relaxed than to express a willingness to
consider some method whereby, if they wish, they could diversify
some of their risk and not be in a position where their rewards for
being good soldiers for holding dollars is that the dollar did that
which 1t did last August, September, and October, when a lot of
central banks sustained very discombobulating-looking paper losses.
Some more on this later.

Congressman Brown.

Representative Brown of Ohio. Thank you, Mr. Reuss.
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Mr. Secretary, I am not sure that you can please both Mr. Reuss
and me this morning because I am one who believes that we may have
to take a little bit of a bruising next year in order to avoid a catas-
trophe that may just flatten us out atlogether later on.

1 would like to talk about the psychological factors here for just
a minute.

You know we were told by the President earlier this fall—and I
guess others in the administration—that if we passed an energy bill
the problems of the dollar would be largely resolved, and we passed
that energy bill of October 15, and during the next week the dollar
collapsed somewhat more rapidly than it had previously. '

Then we were told that if we just simply put in voluntary wage
and price controls, he told us that on October 24, that that would
resolve the problem, and in the week that followed that first speech
on voluntary wage and price controls the dollar collapsed at a record
rate.

Tt wasn’t until you took the steps on November 1—am I correct—
that this thing really began to turn around ?

Secretary BLUMENTHAL. Yes.

Representative Brown of Ohio. So the original information in
iyour statement was incorrect ; right ¢

Secretary BrumeNTHAL. No; that the dollar began to appreciate
after November 1 is correct. But the original information was not
correct.

In the first place, sir, I don’t really believe anyone said that if
Congress passes the energy bill the problem of the dollar would be
largely resolved. I certainly never said that. I don’ recall—

Representative Brown of Ohio. I think a lot of chief executive of-
ficers who called early in August to discuss whether there should be
an energy bill—

Secretary BrumenTHAL. I think what we said and what I continue
to believe to be the case is that, first of all, failure to pass the energy
bill would have had a very serious additional negative consequence
on foreign exchange markets.

Second, that passing the energy bill and thus bringing about a re-
duction both immediate and eventually even greater in the foreign
exchange resources needed to import oil into this country, will be a
positive factor. Tt will be one of the pluses, but certainly not that that
would resolve the dollar situation.

Representative Brown of Ohio. Let’s talk about a couple of the other
psychological factors.

You mentioned there was a $66 billion deficit in 1976, the year in
which we were recovering from perhaps the worst recession that the
country has experienced since the thirties. And T recall that President
Ford recommended a deficit figure of about $45 billion for 1977.

Could vou tell me what President Carter recommended that year?

Secretary BLumenTHAL. For 1977 the deficit, if I remember cor-
rectly, was $44 billion.

Representative Broww of Ohio. But President Carter recommended
58, as I recall.

Secretary BLumenTHAL. The original budget was higher because at
that point we had an 8-percent rate of unemployment in the United
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States, we had a situation developing in which it looked as if the econ-
omy would be in increasing difficulty. The stimulus program that the -
President then initiated resulted in a reduction of unemployment from
8 percent to 5.8 percent. When he saw that there was additional
strength in the economy, he reduced the budget by virtue of asking the
Congress to cancel the idea of the then-discussed $50 rebate.

And, by virtue of these decisions which President Carter made, we
came in with a budget deficit that was slightly below what had been
recommended by President Ford just before leaving office.

Representative Brown of Ohio. And as another factor, bureaucracy
couldn’t spend the money fast enough, as I recall, they had a shortfall
in spending.

In 1978 what deficit was recommended ?

Secretary BuumenTHAL. Well, that’s been true for some time, it’s
cither that they couldn’t spend it or that they overestimated.

Representative Brown of Ohio. What was the recommendation for
deficit by the administration in 1978%

Secretary BLuMeENTHAL. In 1978 the recommended deficit, I believe,
was $60 billion.

Mr. ScuurtzE. $61, or $60 to $61 billion.

Representative Browx of Ohio. So, we wound up recommending the
same high-level deficits that we had, and the dollar began to deterio-
rate.

Now, unfortunately, we didn’t achieve those deficits, and I guess for
their benefit fortunately the Germans and the Japanese didn’t buy off
on our suggestion that they try to inflate their economies in the same
pattern that we were following.

Let me turn to a comment in the opening statement of the chairman :

We can intervene until our cupboard is bare—and go further in debt to get
the marks and yen with which to intervene—jyet not really rescue the dollar,
especially if there is a $700 billion overhang in the Eurodollar market. )

I have heard that figure described to be anywhere from $400 to $700
billion. T have been using $600 billion. Do you have any idea what actu-
ally is correct?

Secretary BLuMeNTHAL. T think $600 or $700 billion for the Euro-
currency market, on a gross basis, is probably accurate. Since it is an
open market, nobody can tell for sure.

Representative Brown of Ohio. Let’s talk about some of the steps
that were taken on November 1.

With reference to the sale of gold, aren’t we really putting ourselves
a little bit in the position of the farmer who is selling off scme of his
land or seed corn? Perhaps not quite that, but at least he is selling off
the woodlot principle in order to sustain the sitnation for a while?
Tsn’t that about right ?

Secretary BrusexTrAr. T don’t reallv think so. We have. I believe.
275 million ounces of gold. We have been importing gold into the
United States. We are thus using some of our own gold and selling it,
instead of importing. That has a positive impact on our balance of
trade, our current account. That strengthens the dollar. I think that is
a sensible policy. It’s utilizing an asset to substitute what we would
otherwise be paying out in the way of importing gold.

Representative Brown of Ohio. So we are paying with assets. in
effect, rather than income ¢ :
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Secretary BLomenTHAL. Well, we have all ranges of resources.

Representative Brown of Ohio. We have to because we don’t have
the income to pay with. Isn’t that essentially correct ?

Secretary BLumMENTHAL. It’s always open to us to use our resources.
You can say the same thing for the drawing on our reserve position in
the IMF. It’s there for that purpose.

Representative Browx of Ohio. Let me go to that, to the mobiliza-
tion of the $30 billion and so forth. Aren’t we, in effect, like the person
who has made credit purchases and has to refinance at the bank? Aren’t
we, in effect, merely putting off the day of reckoning by some of these
other steps, those which you have described in your prepared state-
ment ? Aren’t those merely refinancing methods?

Ireferto:

* * * g decision to join with Germany, Switzerland, and Japan in closely coordi-
nated exchange market intervention; * * * the mobilization of $30 billion in
deutsche mark, Swiss francs and yen to finance that portion of the intervention
undertaken by U.S. authorities.

. The U.S. financing involves an approximate doubling of Federal Reserve swap
1nes.

Now, I have been told that the Federal Reserve staff suggests that
when we swap currencies with Germany, the Germans to some extent
use the dollars to buy Treasury bills and then the Treasury spends the
dollars.

So they go right back into circulation.

Tsn't it true that the swap arrangements are used only to handle dis-
orderly trading of dollars and that the real longrun condition of the
dollar depends on the monetary policies of the Federal Reserve
System ¢

Secretary BrumenTHAL. The real longrun condition of the dollar,
you are quite right, depends on the fundamental conditions and out-
jook for the U.S. economy, which involves, of course, monetary policy,
gscal policy, overall economic policies, and policies related to the

ollar.

As T indicate in my prepared statement, there is a close interrela-
tionship between these policies. The particular measures to which you
refer and which are listed in my prepared statement are part of an
integrated program.

They are designed to stabilize the currency and reduce the inflation-
ary impact of a declining dollar, as tight fiscal and monetary policy
works within these United States.

Representative Browx of Ohio. Now, the other day Alan Greenspan
and Michael Evans of Chase Econometrics appeared before the Joint
Economic Committee and said we would be very lucky to hold the
deficit next year, even if the President sets the $30 billion target, to
$50 billion.

T agree our fiscal policy is very important, our monetary policy per-
haps even more important. My concern is that, if in fact we have any
kind of a recession, that you will not have the inflow into the Treasury
of dollars that you might otherwise have anticipated and that that $30
b;l(lii)n deficit could grow to $50 billion. Indicators are currently not
good.

We are only going to get that capital investment that will level out
the recession if the Government doesn’t crowd out credit or if the high
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cost of money isn’t such a great disincentive to private investors that
they decide that they don’t want to borrow at these rates,

The real interest is quite low—the nominal rates are boosted by
inflation—and I am concerned you will not get a boom in the economy
next year if we have a heavy fiscal deficit and a tightening of the
money supply by the Federal Reserve System.

Now, would you reassure me that you are going to hold that deficit
to $30 billion and that the Federal Reserve System is really going to
tighten up on the money supply ?

Secretary BLumenTHAL. Well, Representative Brown, obviously on
the latter point——

Representative Brown of Ohio. There are a lot of increased taxes to
pay, too, social security taxes and others.

Secretary BLuMenTHAL. I understand. Obviously on the latter point

believe you are going to have Chairman Miller here, and I think you
would probably be best advised to address that latter question to him .
because that is squarely in his responsibility.

As to the $30 billion deficit in the budget, it is the President’s full
Intention to submit a realistic budget that has a deficit no larger and
possibly, if at all possible, below $30 billion. )

Now, clearly that is based on certain assumptions as to what will
happen with economic activity in the United States. .
I wouldn’t be concerned about crowding out. With a budget deficit
of the kind that we have indicated, which is around 1 percent of
GNP, as compared to what we had in the last several years when
Wwe were at 2, 3, 4 percent, or more, of GNP, we are in really good shape.
Second, the borrowing abroad that we are doing—because of the
way in which we are handling the operation—actually relieves pres-
sure on the U.S. capital markets. There is a further positive factor
because we borrow in deutschemarks and have an arrangement be-
tween the Federal Reserve and the Bundesbank which will allow us

to reduce the dollar borrowing we do in this country.

Now, the basic assumption under which we operate is that the
economy will not go into recession. We do not see, and I think I tried
to indicate that clearly in my prepared statement, at this point any
of the signs that lead to two or more successive quarters of negative
growth which is the generally accepted definition of a recession.

We don’t see a boost in the economy as you see it; we see a slowing
down of the rate of growth next year somewhere between 2 and
3 percent in real terms, and we think that that is appropriate to the
circumstances.

Under those conditions and with a rate of inflation that begins to
slow as the year progresses, the impact of tight monetary and fiscal
policy and of the voluntary wage and price guidelines, we will have
this kind of deficit.

Now, if you say, “Well, this is not what is going to happen, you
are going to have a recession, you are going to have a different in-
flation situation, you are going to have a different import situation,”
then obviously the administration and the Federal Reserve will have
to act and react in the light of these changing circumstances.

We don’t expect those to happen. That is all we can tell you.

Representative Reuss. Thank you.

Representative Hamilton.
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Representative HAMILTON. Mr. Secretary, the President on a num-
ber of occasions has indicated his opposition to mandatory wage an
price controls. T think you probably have, too.

Does the administration have under consideration at the present
time submitting to the Congress a bill to permit the President to
impose mandatory price and wage controls?

Secretary BLUMENTHAL. Absolutely not.

Representative HAMILTON. You say in your prepared statement, Mr.
Secretary, that with regard to the fight against inflation there will
be no waflling or wavering. ) o

The paper this morning reports that the wage and price guidelines
are going to be altered again. Apparently one of the reasons those
wage guidelines are going to be altered is to relax the pay standards

with regard to fringe benefits.

There has been 4 lot of speculation that maybe one of the reasons
that that’s being done is because of some of the negotiations that are
coming up, speciflcally negotiations relating to the Teamsters.

I appreciate your statement that there will be no waffling or waver-
ing. But doesn’ it appear that you are wavering or waffling when
you announce a further ouideline and within a few weeks thereafter
you begin to make changes in that guideline because of specific

.circumstances? -

Secretary BuumenTHAL Mr. Hamilton, let me put it this way: In
the first place, the fight against inflation is being conducted by the
President, and this administration, through an integrated interrelated
program. The fiscal policies and monetary policies that we have dis-
cussed earlier this morning are a key part of that, just as key a part
as are the wage and price guidelines and the dollar policies that the
President announced on November 1 are a_key part of that.

So we have a total program. Now, as to the one part that you have
raised a question about, we made it very clear that what we announced
originally were suggested guidelines out for comment.

What is the purpose of comment if not to receive it and to evaluate
it and to use that information intelligently.

We are not omniscient. I certainly, as a businessman, found sitting
on the other side that Government bureaucrats were anything but
all-knowing in these maftters and, with the best of intentions, do not
always find it possible initially to anticipate all of the technical
complications that can arise.

Representative Hamroron, Would that suggest, Mr. Secretary, then,
that we will see a series of changes in the presently announced wage
and price guidelines? Are we going to see changes every couple of weeks
or couple of months?

Secretary BomenTHAL. No; definitely not.

Representative Hamirron. Do we now have a firm set of guidelines
that you would not expect to be altered ?

Secretary BromenTHAL We have a firm set of guidelines. It may
be that over time as we gain experience with them and actually imple-
ment them in the course of the next year that there might be conditions
and circumstances that change, which require some further amendment
to them, but these guidelines that are now announced are the final
ones; they reflect the results of the consultations that have been con-
ducted. And let me make one final point.
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It is not a loosening; they do not represent a loosening. They repre-
sent in some instances an introduction of greater flexibility and in
other instances a greater tightening.

I suggest if you want to go into the details of that, that Mr.
Schultze will be glad to respond because he has been spending more
time on details of it than I have and can speak well to it.

But basically I don’t see this as a weakening of the standards, and
I am not at all apologetic that we put them out for consultation and
then made the adjustment before we put the final ones in. .

Representative Hamirron. OK. I want to get clear then, you now
view these as final as they are presently constituted and that the 7-
percent guideline as originally announced was a proposal; is that cor-
rect? And not a final guideline? Is that your interpretation ?

Secretary BuumeNTHAL. That still has not changed. Those numbers
have not changed. It is the interpretation—the definitions that——

Representative Hamrvrow. T just want to get clear what your frame
of mind is. You now view the guidelines as gnal and we will not see in
the coming immediate weeks any way alterations in those guidelines?

Secretary BLumenTHAL. That is correct. '

That is my expectation.

Representative Hamiuron. Where did the 7 percent come from ?

How did you arrive at that figure, just as a matter of my own curi-
osity ? I don’t know the basis of if.

Secretary BLumENTHAL. Mr. Schultze is here, and he has been work-
ing with the details of it. I think I can do it, but he can do it better.

Representative Hamruron. It doesn’t matter who responds.

Mr. Scaurrze. Essentially the 7-percent guideline on wages repre-
sents a moderate deceleration from the rate of wage increase, wage and
fringe increase, which the economy is experiencing this year, and
which—taking wages and private fringes—is something on the order
of magnitude of 8 to 8.5 percent, depending on exactly how you meas-
ure. It is a number chosen on the one hand not to be unrealistic.

We have had 10 years of inflation and this is now a question of un-
winding it gradually. At the same time the standard must be large
enough to represent significant progress.

Now, why 7 percent instead of 6.75 or 7.25% There is no magic to
that. But it does represent a balance between wanting to make pay
increases significantly lower, but not adopting a numerical standard so
low as to make it impossible to have any chances of success.

.. Second, as the Secretary points out to me, it is carefully related to
the price guideline where in the price area our basic core standard is
deceleration of 0.5 percent below the rate of price increase in 1976 and
1977. If you compare the two, they are consistent. That is, the rate of
decrease in wages and fringes and the rate of decrease in prices on the
average—not for firm, but on the average—are quite compatible.

Representative Haarrwron. Now the Secretary said he did not view
the announcement yesterday as any kind of relaxation of the guide-
lines, I think he said. But you do permit, do you not, an extra allow-
ance in there for the cost of health care benefits in these contracts and
pensions under the new guidelines, the altered guidelines as announced
yesterday, and is that not a relaxation?

Mr. Scaurrze. In that particular part of it it is. Let me put that in

context.

43-286 0~ 79 - 3
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While there are a number of detailed changes, the three large ones,
two of them relate to pay and one to price, in the case of the pay
standards what we are allowing is any excess over 7 percent in simply
maintaining the cost of existing health benefits. That is, any improve-
ment in benefits has to be charged against the standards. It is only the
excess of the cost of maintaining current benefits because of medical
costs, inflation over 7.

Representative Hamiuron. What does that do to your 7 percent?
Doesn’t it jack it up a little bit ?

' Mr. Scaurrze. That, plus what is also done in the case of actuarially
required changes in pensions. We estimate that the two together would
add about one-tenth to two-tenths of 1 percent to the pay package
nationwide. Conversely, we have tightened up the price standard and
while you can’t figure exactly what that is going to mean, the changes
should be roughly offsetting. So these changes, in essence, provide addi-
tional flexibility. They improve the standards, but on balance in effect
don’t really add to the pay and price increases.

Representative Hamiuron. Thank you, Mr. Schultze.

Let me return to the Secretary while he is here. .

You mentioned in your prepared statement that it is too early to
see any impact on the inflation rate as a result of the measures that
have been taken. When would you expect to see any impact on the
inflation rate ?

Secretary BLumEnTHAL. It is-very difficult to say. I also indicated
that the art of economic prognostication is imprecise. I would certainly
expect that sometime by the spring or summer of next year, as we move
into the second part of next year, that we should begin to see the results

in the inflation figure.

- Representative Hamrrron. If T may switch to this change that has
occurred in the European monetary system now, I would like to get
your comments on that. Is that going to help the dollar or hurt it; and
if it helps, how is is going to help? : '

The immediate impact was another siege—temporary, I presume—
on the dollar. ' :

Secretary BuumeNTHAL. Well

Representative Hamiuron. Would you care to comment

Secretary BLumENTHAL. Mr. Hamilton, T wouldn’t really call it a
. “siege.”

R%presentative Hammton. Well. I don’t care what you want to call
it. It dropped. ' )
Secretary BuuMeNTHAL. Well, then it went up again, you know. It
moves around. It has been moving around so much. There have been
a number of important developments. There are problems in Iran with
oil production, which is substantially reduced at the present time, of
course. There was the announcement of the EMS, there was then the
announcement of Norway that that country was leaving the “snake.”

Representative HamiuTon. Right, I understand.

Secretary BLuMENTHAL. So there are a lot of things that happened.

Representative HamiTon. But what I want to get at, Mr. Secretary.
is how you viewed that development.

Secretary BLumenTHAL. The EMS as such—:

Representative Hammron, Will that strengthen the dollar in the
long run, as such? '
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Secretary BLuMeNTHAL. We expect the EMS to be a positive factor
based on the way in which we un«ferstand it will be operated.

It will be a positive factor to the extent to which it is able to bring
about greater stability in Europe, to the extent to which intervention
in the European currency markets will be conducted less in dollars
and more in other currencies and since we have been assured and fully
expect that the system will be operated in full conformity with the
obligations that these countries have together with us and the IMF,
we really think it will be a positive factor.

Representative Hamiuton. Does the move in Europe suggest in itself
a lack of confidence in the dollar?

Secretary BLuMENTHAL. We don’t see it that way.

Representative Hammron. Thank you, Mr. Reuss.

Representative REuss. We are honored to have with us our respected
colleague, Millicent Fenwick. Do you have questions ?

ReSpresentative Fenwick. I do have a question that concerns me, the

EMS.
I would like, Mr, Secretary, to ask if you have any suggestions or
if you are contemplating any tax changes that might help to increase
our export situation. I gather we are now importing some $147 billion
a year of manufactured goods and I understand that governments
abroad have made or have tax arrangements that encourage the export
of their goods to other countries. I wondered if you had any sugges-
tions or contemplated tax changes that might increase the position of
our exporting companies.

Secretary BLumenTHAL. The fundamental way in which to in-
crease exports, encourage exports from the United States is, of course,
to make us as competitive as possible. I think the kind of measures
that we are taking in the economy as a whole, getting inflation down,
et cetera, will do that to some extent.

-Second, we do have some tax incentives now in effect, particularly
through the DISC (Domestic International Sales Corporation).

Representative FEnwick. Do you think that is valuable, that DISC
does improve our exporting position ¢

Secretary BuoMenTHAL. Well, I think it may have some marginal
benefit. It is at very high cost to the Treasury, so we don’t like it much
and it is very difficult to see any real relationship between the volumeé
_ of exports and that particular device. You may recall that we actually
recommended the elimination of it because we felt that the money
could be used more effectively to help the economy overall than to
spend it on that. ' ’

Representative FENwick. What is the loss 2
. Secretary BrumenTHAL. If I remember correctly, it is about $2
billion a year. °

We are—to answer your question specifically—doing all sorts of
things. The President announced a program of promoting exports,
but we are not contemplating as a part of that, recommending any
additional tax incentives to people who export.

Representative FEnwick, There is no way balancing it something
like the value added tax, which T understand helps?

Secretary BLumENTHAL. I don’t believe the value added tax would
have any——
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Representative Fenwick. I am not in favor of it myself, but I

wonder if there would be something that we might have that would
_counterbalance that.

Secretary BLumMENTHAL. We, of, course, have a variety of taxes, but
we tend to rely more on direct taxes and the Europeans more on in-
direct taxes. In theory at least, that should not be a factor. That
should neutralize. :

Igepresentative Fenwick. But we know what is happening, don’t
we

Secretary BrumenTHAL. It has probably some impact, but that
again, T would say, is not the reason why we have a trade problem.
Our trade problem is due to a whole range of reasons, many of them
historical. They have to do with the fact that in many parts of this
country, perhaps not in New Jersey, but perhaps more in the Middle
West, medium-sized and smaller manufacturers have the whole big
U.S. market and when they move out from their State or their tri-
g:a:e area, for them the next part is the big, wide world of the United

ates.

You can’t do that in Belgium. You are at the border very quickly,
so you export. It becomes second nature even for a small company. For
small companies in the United States that is not the case. It is that
psychology of not going and reaching beyond the borders that——

Representative Fenwick. It is also, Mr. Secretary, if one can believe
the experience of people that there is nothing to compare to close co-
operation of Government in promoting exports from other countries.
I mean, everything is arranged to facilitate their operation and I
wondered if we shouldn’t begin to think somewhat along those lines.

Secretary BLuMENTHAL. I think you are absolutely right. That kind
of collaboration is much closer. It has historically been. We have a
lot to learn there. We have more to do there. The President’s program
is intended to be a step in that direction. I personally think it is not
the last step that needs to be taken. I certainly agree that more needs
to be done.

We have increased as a percentage of our GNP our trade from 4
percent to 8 percent over the course of the last couple years.

" " Representative Fenwick. I understand, but I think we can use
much more.

Secretary BLuMenTHAL. We are moving in.that direction.

Representative Fenwrck. Thank you, Mr. Reuss.

Representative Reuss. Thank you, Mr. Secretary. You have been
very helpful. We want to wish you a Metry Christmas, and good luck.

Mr. Schultze, you are already at the pulpit, so consider yourself
welcome. ‘

We have your prepared statement. Without objection, it will be
received in the record. Would you now proceed in your own way and
then respond to our inquiries? _

STATEMENT OF HON. CHARLES L. SCHULTZE, CHATRMAN,
COUNCIL OF ECONOMIC ADVISERS

Mr. Scaurrze. Thank you, Mr. Reuss.
In the interest of brevity I will go through my prepared statement

selectively.
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Representative Reuss. It is my understanding that you have to be at
the White House by noon.

Mr. Scaurrze. I have to be at the White House by noon, yes, sir.

Representative REuss. We will make it possible for you to be at the
White House at noon.

Mr. ScururTzE. As I say, in the interest of brevity, I will go through
my prepared statement selectively, and request it be put in the record
with the understanding that the mere fact of skipping any part doesn’t
mean that I downgrade its importance.

Let me begin my remarks by reviewing the economic developments
of 1978 that underlie the necessity for the economic policies that this
administration is pursuing. As you know, the rate of inflation remained
relatively stable, but uncomfortably high, during the first 214 years of
the current economic recovery. Movements of food prices sometimes
moderated the overall rate of inflation, as in 1976, and at other times
aggravated it, as in 1977. But outside of food commodities, prices of
consumer goods and services rose at around 6 to 6.5 percent a year from
the middle of 1975 through the end of 1977.

Increases in pay were also relatively stable during this period,
averaging about 8 to 8.5 percent per year. During the first year of the
recovery, productivity growth improved substantially, as it typically
does at that stage of the business cycle, and the rise in unit labor costs
moderated. By mid-1976, however, cyclical improvements in produc-
tivity were largely over, and unit labor costs—along with prices—were
advancing at a 6 to 6.5 percent annual rate.

In short, until late in 1977, the underlying rate of inflation hovered
around 6 to 6.5 percent, and there were few signs that the rate of
inflation outside of the volatile food sector was accelerating.

Early in 1978 signs began to emerge that an acceleration of infla-
tion was underway. During the most recent 12 months, producers’
prices for finished goods have risen more than 8.5 percent, and con-
sumer prices almost 9 percent. While sharp increases in the cost of
food, housing, and medical care have led the surge in prices, an
acceleration in inflation can be detected across a wide range of items at
both the wholesale and retail levels.

The'acceleration of inflation that we have gone through this year can
be traced to three distinct problem areas: The very poor performance
of productivity, strong inflationary pressures in food, and the depre-
ciation of the dollar in foreign currency markets. T will deal briefly
with each of these areas in turn.

PRODUCTIVITY GROWTH

Growth in productivity has been slowing in the American economy
for approximately a decade. We were aware of that slowdown a year
ago, and had taken it into account in our calculations of possible price
and cost developments in 1978. But compared with the 1.5- to 2-percent
rate we expected on the basis of recent trends, output per hour over
the past four quarters has risen only one-quarter of 1 percent.

The weakening of productivity growth added directly to inflation
through its impact on unit costs of production. Tt added indirectly as
well by contributing to an exceptionally sharp rise in the demand for
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labor. In the past four quarters, the gross national product has in-
creased by a little under 4 percent, only moderately greater than the
longer run trend, but employment rose at an extraordinary rate.

About 3.3 million new jobs have been created in our economy, and
the rate of unemployment has fallen almost a full percentage point in
that short period of time. Employment has grown so rapidly, and
unemployment has declined so fast, that upward pressure on wages
has developed as a consequence. For example, the employment cost
index, which rose 7 percent during 1977, increased 8 percent during the
12 months that ended in September. In part, that acceleration is due
to the effects of the increase in the minimum wage last January. How-
ever, a significant part came from the sheer speed at which demands
for new workers increased.

Altogether, the direct and indirect consequences of poor produc-
tivity growth this year probably have added well over a percentage
point to the rate of inflation during 1978.

The second factor underlying the recent acceleration of inflation
has been very sharp increases in prices of food products. Average food
prices at the grocery store have risen more than 11 percent during the
past 12 months, with the sharpest increases in meat products. Beef
supplies have been very limited because of the reduction in cattle herds
over the past 4 years. Moreover, pork production has been unexpected-
ly low, due in part to the impact of harsh winter weather that also
caused short supplies of vegetables and citrus crops again this year.
Altogether, these developments in the farm economy probably added
abouf three-quarters of 1 percent to the rate of inflation in 1978.

Finally, the depreciation of the dollar in world markets is the final
element contributing to the acceleration of inflation in 1978. Even
after its recent increase, the value of the dollar measured against a
weighted average of the currencies of our major trading partners,
is currently about 14 percent below its September 1977 level ; after ad-
justing for inflation differentials, the decline is still about 12 percent.
Analysis suggests that such a change in the exchange rate above and
beyond what is implied by inflation differentials would raise the do-
mestic price level, directly and indirectly, by about 1 percent 1978
and continue to put pressure on domestic price levels, though with
diminishing force for another year or so.

Let me turn with this background to the structure and rationale of
the President’s anti-inflation program to deal with the problem.

The actions which were announced on October 24 indicated clearly
that the Government would take the lead in fighting inflation. That
step was essential. Private cooperation with the pay and. price stand-
ards proposed by the President could hardly be expected if the Federal-
Government itself were unwilling to set its own house in order if

budgetary policies we are pursuing are designed to create an overall
economic climate in which the pay and price standards will not be
undermined in the marketplace by excess demands. '
The steps we are taking in the regulatory area will help control an
important source of cost increases. The key element in the Govern-
ment’s own actions to curb inflation is to pursue the stringent budg-
etary policies. Aside from signs that employment growth in the early
months of 1978 was faster than the economy could digest, as I pointed
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out earlier, the inflation problem of the past several years has not been
traceable to classic conditions of excessive demands. But excessive de-
mand would become a problem in the period ahead unless we took
action to restrain the growth of economic activity.

As a consequence, a prudent and cautious and stringent budget
policy is essential. This is precisely the kind of policy we are pursuing
and will pursue. The Secretary has spelled out what that budgetary
policy is. I need not repeat it.

The goals we have set for ourselves in this area will not be achieved
without very difficult choices among competing demands on Federal
resources. But a strict budgetary stance is essential to success in our
fight against inflation. We have to demonstrate to both business and
labor that their own moderation in private wage and price decisions
will not be frustrated by the measure of excess demands.

These steps in the area of overall economic policy will not alone
be sufficient to stem the momentum of inflation. For that reason the
President also set forth on QOctober 24, standards for wage and price
increases in the private sector that are designed to break the price-wage
spiral and gradually reduce the momentum of inflation.

The standards have been widely publicized and I need not reiterate
them for you this morning.

I will note that we are increasingly encouraged by the response
to the standards that we have received from the public. We have every
indication from frequent consultations and from visits to cities across
the country that businesses are taking the President’s standards very
seriously and intend to comply with them.

Although the response from the leaders of labor organizations have
been measured and occasionally critical, we remain convinced that
these standards are sufficiently fair and flexible to warrant the coop-
eration of America’s working men and women. The combination of
firm but measured demand restraint and voluntary wage-price stand-
ardfs gives us the balance we need to deal with the inflation problem
we face.

Demand restraint will provide an overall economic environment
in which excess demand pressures are absent and market forces are
conducive to reduction in inflation. The wage and price standards will
help break the inertia and momentum in wage and price decisions
inherited from the years of inflationary experience. Attempt to rely
exclusively on either wage-price guidelines or overall demand restraint
would be doomed to failure. Wage and price standards would simply
not stand up under the pressure of market forces in the absence of
demand restraint.

In the application of very severe monetary and fiscal restraints, in -
order to cure inflation by deliberate creation of a recession wouldn’t
work either. Experience during the recessions of 1970, 1974, and 1975
indicate that wage and price increases moderate very little in response
to increasing unemployment until that increase becomes very exten-
sive. A recession would not cure your inflation problem. It would, how-
ever, cause the existing political consequences on the need to do some-
thing about inflation to evaporate. :

We do not need another episode of stop-and-go economic policies
that address neither inflation nor unemployment successfully.
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Curing inflation is going to take patience, persistence and firmness
for a number of years. Extreme solutions, excessively severe demand
restraints on the one side or mandatory wage and price controls on
the other carry within themselves the seeds of their own destruction.
They cannot stay the course.

Because of the economic efficiencies and social costs they impose
they are inevitably abandoned in short order, leaving us with large
costs and few inflation-reducing benefits. The President’s anti-in-
flation program is a measured and balanced approach that can last
the course.

Let me turn, if T may, to the oversea implications of this program.

At the time that the President’s anti-inflation measures were an-
nounced, a favorable response in the foreign exchange markets was
generally anticipated. As events unfolded, however, foreign confi-
dence in the program was less than we had hoped. Financiers and
others abroad may have misinterpreted the firmness of our commit-
ment to reduce inflation, but whatever the reason, the value of the
dollar in exchange markets slid dramatically in the days following
the October 24 announcement. Had the slide been permitted to persist,
the resulting inflationary pressure would have underlined the anti-
inflation. '

The stock market fell from mid-October to the end of October by
more than 100 points and thus caused the weakening of the dollar.
Throughout the economy business and consumer confidence was rocked
by the development of foreign currency markets.

By the fall of this year the devaluation of the dollar had proceeded
far beyond anything justified by fundamental economic forces. For
example, the magnitude of the decline was not warranted by relative
inflation rates between the United States and our major trading part-
ners- Moreover, during the course of 1978, differentials among the
growth rates of the industrial economies had narrowed considerably,
and that trend could be expected to continue in 1979.

Reflecting the sharp decline in the dollar’s value earlier in 1978,
and the relative change in growth rates, trade flows increasingly have
been moving in our favor. Forecasts of the U.S. current account bal-
ance by various international institutions all showed a substantial
improvement in prospect.

For these reasons, the President announced the steps taken on No-
vember 1 to reaffirm the U.S. Government’s commitment to fight
inflation and to counter disorder in the foreign exchange markets
through active intervention to support the value of the dollar.

The response to the November 1 announcement has been very
heartening. The value of the dollar rose by 8 to 9 percent in the
month following the announcement. Moreover, there appears to be
a genuine recognition abroad that this administration intends to deal
forthrightly with the problems facing our economy. I believe that
such a development can only augur well for future developments
affecting the dollar. .

Let me turn, in conclusion, to the economic outlook for 1979 with
these policies in place.

The actions taken by the administration on November 1 have led
some observers to forecast a recession in 1979. I can understand their
concerns, but I do not share their forecasts.
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The American economy still is fundamentally healthy and is grow-
ing with considerable momentum. For example, employment gains in
recent months have been extremely large, and personal income has
been moving up strongly. The annual rate of gain in retail sales
between the third quarter of this year and the October-November
average was 16 percent. Orders for durable goods, which are an indi-
cator of business attitudes as well as a sign of future production
levels, also have been strong. These orders have risen by 8 percent in
just the past 2 months. Moreover, orders for capital goods have risen
even faster than the total and are now almost 30 percent above levels
a year earlier.

Recent surveys of business plans for investment have indeed raised
questions about the strength of plant and equipment early next year.
These advance surveys, however, have sometimes underestimated the
strength of actual investment. There is no slowdown yet evident in
recent orders and contracts for plant and equipment.

Most importantly, the economy today shows few signs of the sorts
of imbalances that can tip it into recession. Inventories are in good
balance with sales: there are few signs of shortages or bottlenecks;
there has been little or no overbuilding of shopping centers, office
buildings or apartments; and liguidity positions of lenders and large
nonfinancial corporations are relatively good.

An added source of optimism that this expansion will continue is
the fact that financial restraints are not affecting the economy in
the same way that they have in the past. Earlier periods of credit
restraint saw the supply of funds dry up first in mortgage financing.
As a result. the pinch of credit rationing hit the housing sector
abruptly and with devastating consequences.

Earlier this year, however, financial authorities provided banks
and thrift institutions with the right to issue “money market certifi-
cates,” relatively short-term certificates of deposit that pay a maxi-
mum interest rate somewhat above the rate on 6-month Treasury
bills. As-a result, deposit flows into mortgage lenders have remained
strong. And housing starts are as high now as they were a year ago,
when interest rates were lower. . .

In general. rising nominal rates of interest are proving less dis-
curaging to borrowers in the current inflationary environment than
in the past. Interest rates do make a difference, and it is indeed likely
" that investment in housing and in other forms will be restrained
next year by the rise in interest rates that has already occurred. But
there is no reason to expect that credit tightening will have the sort
of disastrous consequences for the housing industry that in the past
have nosed the economv down into recession.

Economic erowth will. and should, moderate in 1979 to something
under 3 percent. The imnact of slower growth on the rate of un-
employment is going to hinge importantlv on whether productivity
growth improves substantially, reducing the demand for labor, or
continues at the sluggish pace of 1978. The ontlook for unemplov-
ment is uncertain, but the unemployment rate is likely to remain in
the vicinity of 6 percent or perhaps edge up slightly in 1979.

Mr. Reuss. I think T summarized the essence of my prepared state-
ment and T would be ¢lad to answer questions. .

[The prepared statement of Mr. Schultze follows ]
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PREPARED STATEMENT OF HON. CHABLES L. SCHULTZE

I am pleased to appear before this Committee today to discuss the President’s
recent initiatives to support the value of the dollar abroad and to reduce the
rate of inflation here at home. Your hearings this week focus on the implications
of the President’s actions on November 1 to correct the clearly excessive decline
in the value of the U.S. dollar that had occurred in earlier months. Those actions
are most appropriately viewed as one part of a larger effort to moderate infla-
tion. Therefore, I will begin my remarks this morning by reviewing the economic
developments of 1978 that underlie the necessity for the overall economic policies
the Administration is pursuing. ’

THE ACCELERATION OF INFLATION IN 1978

The rate of inflation remained relatively stable—but urcomfortably high dur-
ing the first two and one-half years of the current economic recovery. Move-
ments of food prices sometimes moderated the overall rate of inflation, as in
1976, and at other times aggravated it, as in 1977. Outside of food commodities,
prices of consumer goods and services rose at around 6 to 614 percent from the
middle of 1975 through the end of 1977.

Increases in compensation for hours worked were also relatively stable dur-
ing this period, averaging about 8 to 81% percent per year. During the first year
of the recovery, productivity growth improved substantially, as it typically
does at that stage of the business cycle, and the rise in unit labor costs mod-
erated. By mid-1976, however, cyclical improvements in productivity were largely
over, and unit labor costs—along with prices—were advancing at a 6 to 6%
percent annual rate.

In short, until late in 1977, the underlying rate of inflation hovered around
6 to 61% percent, and there were few signs that the rate of inflation outside
of the volatile food sector was accelerating.

Barly in 1978 signs began to emerge that an acceleration of irflation was
underway. During the most recent 12 months, producers’ prices for finished
goods have risen more than 814 percent, and consumer prices have increased
almost 9 percent. While sharp increases in the cost of food, housing, and medi-
cal care have led the surge in prices, an acceleration in inflation can be detected -
across a wide range of items at both the wholesale and retail levels.

The acceleration of inflation in 1978 can be traced to three distinet problem
areas: The very poor performance of productivity, strong inflationary pressures
in food, and the depreciation of the dollar in foreign currency markets. I will
deal with each of these areas in turn. .

Productivity Growth. Growth in productivity has been slowing in the American
economy for approximately a decade. We were aware of that slowdown a year
ago, and had taken it into account in our calculations of possible price and cost
developments in 1978. But compared with the 14 to 2 percent rate we expected on
the basis of recent trends, output per hour over the past 4 quarters has risen only
one-quarter of one percent.

The weakening of productivity growth since late 1977 added directly to inflation
through its impact on unit costs of production ; it added indirectly as well by con-
tributing to an exceptionally sharp rise in the demand for labor. In the past four
quarters, the gross national product has increased by a little under 4 percent, only
moderately greater than the longer run trend. But employment rose at an extraor-
dinary rate. About 3.3 million new jobs have been created in our economy, and the
rate of unemployment has fallen almost a full percentage point. Employment has
grown so rapidly, and unemployment has declined so fast, that upward pressures
on wages have developed as a consequence. For example, the employment cost
index, which rose 7 percent during 1977, increased 8 percent during the 12 months
that ended in September. In part, that acceleration is due to the effects of the 15
percent increase in the minimum wage last January. However, a significant part
came from the sheer speed at which demands for new workers increased. In a
sense, the economy exceeded the “speed limit” for the growth of jobs and put
added pressure under wages. This speed-limit effect may be transitory—there
already is evidence that wage increases are slowing—but it contributed power-
fully to inflation in 1978. Altogether, the direct and indirect consequences of poor
productivity growth this year probably have added well over a percentage point to
the rate of inflation during 1978.
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The second factor underlying the recent acceleration of inflation has been very
sharp increases in prices of food products. Average food prices at the grocery
store have risen more than 11 percent during the past 12 months, with the sharp-
est increases in meat products. Beef supplies have been very limited because of
the reduction in cattle herds over the past four years. Moreover, pork production
has been unexpectedly low, due in part to the impact of harsh winter weather that
also caused short supplies of vegetables and citrus crops again this year. Alto-
gether, these developments in the farm economy probably added about three-
quarters of one percent to the rate of inflation in 1978.

The depreciation of the dollar in world markets is the final element contributing
to the acceleration of inflation in 1978. Even after its recent increase, the value of
the dollar measured against the currencies of our major trading partners is about
11 percent below its year-earlier level. Econometric analysis suggests that such a
change in the exchange rate would increase domestic prices—directly and indi-
rectly—by about one percentage point. Most of that rise has probably already
occurred, but some effects of past depreciation may continue to influence prices
early next year.

It is important to note, of course, that the causal relationship between dollar
depreciation and inflation runs in both directions. The acceleration of inflation in
our country has helped to drive the dollar down and this, in turn, has made the
inflation worse. It has been, and remains, the policy of the United States govern-
ment to permit exchange rates to be determined by the basic forces of demand and
supply—so long as markets do not become disorderly or clearly out of touch with
the fundamental considerations that determine competitive conditions and trade
and capital flows among countries. In the long run, a system of floating exchange
rates benefits the United States economy and the rest of the world economy sub-
stantially. At the same time, exaggerated movements in the foreign exchange
markets can constitute an independent source of inflationary pressure. As T will
discuss later, that was one of the basic reasons for the President’s decision to take
action to support the dollar on November 1.

ANTI-INFLATION ACTIONS IN 1978

During the course of this year, as the worsening inflation situation became
apparent, the Administration took a series of actions to reduce inflationary
pressures in the economy- The President’s original January 1978 budget recom-
mendations reflected hig decision to support the economic recovery through tax
reductions while maintaining strict control over the growth of Federal outlays.
As the year progressed, and as the surprising growth of employment and reduc-
tion in unemployment became evident, the President concluded that the economy
required less stimulus than he had previously recommended. For that reason,
the Administration, in cooperation with the Congressional budget committees,
recommended in May that the tax reduction enacted last year be reduced to about
$20 billion and postponed for three months. That recommendation ultimately
was concurred in by the Congress as a whole. In addition, growth of Federal
expenditires during the year fell short of levels originally anticipated in the
President’s budget. In light of the Administration’s increasing concern over
inflation, no effort was made to restore outlays to the levels originally forecast
in the President’s budget. In combination, these deve'opments in expenditures
and taxes constituted a significant shift toward fiscal restraint during the course
of 1978. :

At the same time, the Federal Reserve was acting to hold down the growth
of the monetary aggregates. Since economic growth, combined with rising prices, .
had increased the demand for money and credit in our economy, the Federal Re-
serve’s actions to restrain the increase of money and credit translated into very
sharp increases in interest rates. The current interest rate on 6-month Treasury
bills—91, preent—is almost 3 percentage points above the level in December
1977. Long-term interest rates have not risen as rapidly. but they, too, are sig-
nificantly above year-ago levels. The Federal Reserve's credit tightening actions
have complemented the Administration’s movement toward fiscal restraint, so
that money and fiscal policies are working together in the fight against
inflation.

During the late summer and fall of this year, however, it became apparent
that the inflation problem required more direct and dramatic action. Accelerat-
ing rates of inflation in non-food commodities. combined with less relief from
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food prices than we had hoped for, suggested that the inflation problem
pad worsened seriously. Moreover, the acceleration of inflation was becom-
ing a serious concern to our trading partners and was undermining the
value of the dollar. After deliberating on a range of possible policy approaches,
the President on October 24 announced a major new anti-inflation program. This
program involves actions both by the Federal Government and the private sector.

THE PRESIDENT'S ANTI-INFLATION PROGRAM : OVERALL ECONOMIC POLICY

The actions announced on October 24 indicated clearly that the government
would take the lead in fighting inflation- That step was essential. Private co-
operation with the pay and price standards proposed by the President could hardly
be expected if the Federal Government were unwilling to set its own house in
order. The budgetary policy we are pursuing is designed to create an overall
economic climate in which the pay and price standards will not be undermined
in the marketplace by excess demand. And the steps we are taking in the regu-
latory area will help to control an important source of cost and price increases.

The key element in the government’s own actions to curb inflation is the pur-
suit of stringent budgetary policies. Aside from signs that employment growth
in the early months of 1978 was faster than the economy could digest, the infla-
tion problem of the past several years has not been traceable to classic conditions
of excess demand that stem from Federal deficits that are too large, or growth
in money and credit that is too rapid. But excess demand would become a problem
in the period ahead unless we took action to restrain the growth of economic
activity. Therefore, a prudent and cautious budgetary policy is essential. That
is precisely the kind of policy we are pursuing.

In fiscal 1976, Federal expenditures represented 22% percent of the nation‘s
GNP and the deficit was $66 billion, an all-time record. Next January, the Ad-
ministration will submit its budget for fiscal 1980—the year beginning October
1, 1979. In the context of an overall economy growing at a modernate rate, the
President has set planning targets under which:

The share of total spending in GNP will be reduced to about 21 percent, a
goal originally scheduled to be reached one year later; and
The 1980 Federal budget deficit will be reduced to $30 billion or less.
In addition, the President has stated that he will oppose further reductions in
Federal income taxes until we have convincing evidence of progress against
inflation.

These goals will not be achieved without very difficult choices among competing
demands on Federal resources. But a strict budgetary stance is utterly essential
to success in the fight against inflation. We must demonstrate to both business
and labor that their own moderation in private wage and price decisions will not.
be frustrated by the pressure of excess demand.

REGULATORY POLICY

During the past decade, we have expanded dramatically our efforts to protect
the environment and the health and safety of workers and consumers. Clean air
and water, a safe and healthy workplace, and protection for consumers against
unhealthy and hazardous products are important national goals. But we must
recognize that their achievement has added appreciably to costs and hence to
consumer prices. We must not abandon our goals, but we must attain them at a
reasonable pace and without imposing unnecessary costs. With this principle in
mind, the President has stated his intention personally to exercise his authority
if necessary to ensure that the regulatory process is balanced and well managed,
and he has directed important steps within the government to improve the
regulatory process. : :

Among those new steps is the establishment of a Regulatory Council consisting
of the regulatory agencies in the Executive Branch. The new Council will be
charged with coordinating the regulatory process in ways that avoid duplicative
or overlapping regulations and with preparing semi-annually a unified calendar
of major regulations. We will, for the first time. have a comprehensive list of
regulations that the Federal government is proposing—together with informa-
tion on their costs and objectives. The President also has announced his intention
to work with the Congress to reduce regulation in the railroad and trucking in-
dustries. During the past year, the Civil Aeronautics Board has taken construc-
tive steps to free the airline industry of outmoded regulatory burdens, and the
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Congress has passed and the President has signed an airline deregulation bill
We must now extend these gains to surface fransportation and the Administra-
tion will be presenting proposals to the next session of Congress.

These steps, although significant, will not alone be sufficient to stem the
momentum of inflation. For that reason the President also set forth on Octo-
ber 24 standards for wage and price increases in the private sector that are
designed to break the price-wage spiral and gradually reduce the momentum of
inflation. These standards have been widely publicized, and I need not reiterate
!:hem for you this morning. I would note, however, that the Administration is
increasingly encouraged by the response to the standards that we have received
from the public. We have every indication from frequent consultations and from
visits to cities across the country that businesses are taking the President’s
standards very seriously and intend to comply with them. Although the re-
sponse from the leaders of labor organizations has been measured and occa-
sionally critical, we remain convinced that these standards are sufficiently fair
and flexible to warrant the cooperation of America’s working men and women.

The combination of firm but measured demand restraint and voluntary wage-
price standards gives us the balance we need to deal with the inflation problem
we face. Demand restraint will provide an overall economic environment in
which excess demand pressures are absent and market forces are conducive to
a reduction in inflation. The wage and price standards will help break the
inertia and momentum in wage and price decisions inherited from the years of
inflationary experience. An attempt to rely exclusively on either wage-price
guidelines or overall demand restraint would be doomed to failure.

The wage and price standards would simply not stand up under the pressure
of market forces in the absence of demand restraint. And the application of very
severe monetary and fiscal restraints—in order to cure inflation by deliberate
creation of a recession—wouldn’t work either. Experience during the recessions
of 1970 and 1974—75 indicates that wage and price increases moderate very little
in response to increasing unemployment until it becomes very extensive. A
recession would not cure our inflation problem. It would, however, cause the
existing political consensus on the need to do something about inflation to evap-
orate. We do not need another episode of stop-go economic policies that address
neither inflation nor unemployment successfully. High rates of inflation have
been with us for ten years. :

Curing inflation is going to take patience, persistence, and firmness for a num-
ber of years. Extreme solutions—excessively severe demand restraints on the
one side or mandatory wage and price controls on the other—carry within
themselves the seeds of their own destruction. They cannot stay the course.
Because of the economic inefficiencies and social costs they impose, they are
inevitably abandoned in short order, leaving us with large costs and few
inflation-reducing benefits. The President’s anti-inflation program is a measured
and balanced approach that can last the course.

RESPONSE TO THE PRESIDENT'S PROGRAM ABROAD

At the time that the President’s anti-inflation measures were announced, a fa-
vorable response in the foreign exchange markets was generally anticipated. As
events unfolded, foreign confidence in the program was less than we had hoped.
Financiers and others abroad may have misinterpreted the firmness of our com-
mitment to reduce inflation. Whatever the reason, the value of the dollar in
exchange markets slid dramatically in the days following the October 24 an-
nouncement. Had the slide heen nermitted to persist, the resulting inflationary
pressures would have undermined the anti-inflation program. The stock market
fell from mid-October to the end of October by more than 100 points in response
to the weakening of the dollar. Throughout the economy, business and consumer
confidence was rocked by the developments in foreign currency markets.

By the fall of this year the devaluation of the dollar had proceeded far beyond
anything justified by fundamental economic forces. For example, the magnitude
of the decline was not warranted by relative inflation rates between the United
States and our major trading partners. Moreover, during the course of 1978.
differentials among the growth rates of the industrial economies had narrowed
considerably, and that trend could be expected to continue in 1979. Reflecting
the sharp decline in the dollar’s value earlier in 1978. and the relative change in
growth rates. trade flows increasingly have heen moving in our favor. Forecasts
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of the U.S. current account balance by various international institutionas all
showed a substantial improvement in prospect.

For these reasons, the President announced the steps taken in November 1 to
reaffirm the U.S. Government’s commitment to fight inflation, and to counter
disorder in the foreign exchange markets through active intervention to support
the value of the dollar.

The response to the November 1 announcement has been very heartening. The
value of the dollar rose by 4 percent in the month following the announcement.
Moreover, there appears to be a genuine recognition abroad that this Administra-
tion intends to deal forthrightly with the problems facing our economy. I believe
that such a development can only augur well for future developments affecting
the dollar.

ECONOMIC OUTLOOK FOR 1979

The actions taken by the Administration on November 1 have led some observ-
ers to forecast a recession in 1979. I can understand their concerns, but I do not
share their forecasts. )

The American economy still is fundamentally healthy and is growing with con-
siderable momentum. For example, employment gains in recent months have been
extremely large, and personal income has been moving up strongly. The annual
rate of gain in retail sales between the third quarter and the October—November
average was 16 percent. Orders for durable goods, which are an indicator of busi-
ness attitudes as well as a sign of future production levels, also have been strong.
These orders have risen by 8 percent in just the past two months. Moreover, or-
ders for capital goods have risen even faster than the total and are now almost 30
percent above levels a year earlier. Recent surveys of business plans for invest-
ment have indeed raised questions about the strength of plant and equipment
carly next year. These advance surveys, however, have sometimes underesti-
mated the strength of actual investment. There is no slowdown yet evident in
recent orders and contracts for plant and equipment.

Most importantly, the economy today shows few signs of the sorts of imbal-
ances that can tip the economy into recession. Inventories are in good balance with
sales; there are few signs of shortages or bottlenecks ; there has been little or no
overbuilding of shopping centers, office buildings, or apartments; and liquidity
positions of lenders and large nonfinancial corporations are relatively good.

An added source of optimism that this expansion will continue is the fact that

" financial restraints are not affecting the economy in the way that they have in
the past. Earlier periods of credit restraint saw the supply of funds dry up first
in mortgage financing. As a result, the pinch of credit rationing hit the housing
sector abruptly and with devastating consequences. Earlier this year, however,
finaneial authorities provided banks and thrift institutions with the right to
issue “money market certificates,” relatively short-term certificates of deposit
that pay a maximum interest rate somewhat above the rate on 6-month Treasury
bills. As a result, deposit flows into mortgage lenders have remained strong. And
housing starts are as high now as they were a year ago, when interest rates were
much lower.

In general, rising nominal rates of interest are proving less discouraging to
borrowers in the current inflationary environment than in the past. Interest
rates do make a difference, and it is likely that investment in housing and in other
forms will be restrained next year by the rise in interest rates that has already
occurred. But there is no reason to expect that credit tightening will have the sort
of disastrous consequences for the housing industry that in the past have nosed
the economy down into recession.

Economic growth will—and should—moderate in 1979, to something under 3
percent. The impact of slower growth on the rate of unemployment hinges impor-
tantly on whether productivity growth improves substantially, reducing the
demand for labor, or continues at the sluggish pace of 1978. The outlook for unem-
ployment is uncertain, but the unemployment rate is likely to remain in the vicin-
ity of 6 percent or perhaps edge up slightly in 1979. :

We must recognize, also, that when the rate of economic growh slows at this
stage in a recovery, the risks are greater that growth will be slower than expected
than that it will accelerate. The policy path we must walk, therefore, is narrow
and difficult, but the magnitude of our inflation problem requires us to walk it.

If we make significant progress in 1979 on the inflation front, as I believe we
will, the dangers we now face of an economy weakened by unbridled inflation



will lessen. Confidence will improve ; pressures on financial markets will lessen ;
the dollar will strengthen in exchange markets; and the prospects for continued
recovery will be enhanced. But it will take time before visible results show
through in the price indexes. Food price increases and the pass-through of past
depreciation of the dollar into consumer prices may keep the monthly inflation
statistics uncomfortably high for several months. As businesses and workers begin
to cooperate with the President’s pay and price standards, however, we expect to
see signs of a significant deceleration in the rate of cost and price increase during
the course of 1979. .
CONCLUDING REMARKS

In summary, the sharp acceleration of inflation during 1978 has required the
Administration to alter markedly the course of economic policy. We have not
altered our long-range objectives for the economy, but we have recognized that
we cannot reach our ultimate goals for output, employment, and unemployment
without significant progress against inflation.

Such progress can be attained through a combination of prudent economic
policies to support modest growth and standards to reduce the rate of wage and
price increase in the private sector. Such a strategy does carry the risk of
some rise in the rate of unemployment, and we recognize that our policies will
not cure inflation overnight. But the course we have laid out can work, and I
believe it will work. And it is far better than the agony of recession or the
nightmare of mandatory controls.

Success over the next year in this program will shift the momentum of infla-
tion in our favor. As ships of cooperation with the President’s program appear,
businesses and consumers will begin to plan on declining, not accelerating, infla-
tion. And financial markets will also respond. Together, these events will bolster
confidence in our long-term economic prospects and we will be able to look for-
ward to a strengthening of economic activity in 1980 and beyond.

Representative Reuss. Thank you very much, Chairman Schultze.

In last July 24th’s U.S. News & World Report there is an inter-
view with you in which the question was asked, “What do you mean
when you say that you are assuming there will be no significant tight-
ening of credit from here on? What is the significance?” Answer: “I
don’t have any specific number and obviously the Federal Reserve can-
not simply peg interest rates to some preannounced level. At the other
extreme, 1f interest rates continue to rise at the same clip they have
been rising, that is going to cause trouble.”

When you made that statement last July 24, interest rates on 6-month
Treasury bills were 7.27 percent. Yesterday they were 9.20. Interest
rates on Federal funds, as of July 24, were 7.89 percent; today they
are 9.94 percent.

In your prepared statement today you point out that “Recent sur-
veys of business plans for investment have indeed raised questions
about the strength of plant and equipment early next year.”

You also have indicated—and I thoroughly agree with you—that
one of the best ways of getting a long-term handle on inflation is to
increase productivity through investment in new plant and equipment.
Therefore, my question, “Wasn’t Charlie Schultze right on target on -
July 24 when he said that if interest rates continue to rise, that is going
to cause trouble ?”

Mr. Scuurrze. Yes.

Representative Reuss. They sure have risen. They had not risen
much before that. They had been quite stable. Now we have had a 20 or
25 percent increase—a significant rise—in interest rates on Treasury
bills; on Federal funds; in the prime rate; and so on.

Isn’t this a serious problem? Are you indicating “yes”?
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Mr. SceuLtzE. Mr. Reuss, before I respond, let me note an im-
portant typo in my paper in which I noted that the dollar had risen
in the month after the action taken in November by 4 percent. That is
not in a month, that is in 1 day. It has risen actually about 10 percent
in the month. .

I just wanted to be sure that was recognized.

Representative Reuss. That correction is very well received.

Mr. Scaurrze. With respect to the interview, aside from demonstrat-
ing the occasion “unwisdom” of on-the-record interviews, it seems to
me the basic thing that has happened, of course, is that the rate of in-
flation has significantly accelerated. We were still thinking in April,
May, June, in that area, of an underlying rate of inflation of perhaps
6.5 percent, but with the food price bulge, it turns out that the actual
rate of inflation has accelerated significantly so that the increase in
.nominal interest rates has indeed occurred, but the increase in real in-
terest rates has been substantially less.

Obviously in terms of measuring the impact—I don’t want to sub-
scribe to the doctrine that nominal interest rates are not important,
that real interest rates are the only ones that are important. I think
it is important to deal in context with the rate of inflation having ac-
celerated substantially.

Representative REuss. It is also true, however, that real interest rates
have increased.

Mr. ScauLTze. Real interest rates.

Representative Reuss. Since July.

Mr. Scrurrze. It depends again where you look. If you look at long-
term interest rates——

Representative Reuss. Let’s not look at them

Mr. Scuurrze. As a matter of fact, it is the other way. In the case
of short rates that is true, but in terms of moving to provide an appro-
priate level of demand restraint in the face of accelerating inflation,
what has happened has been appropriate. In the case of the situation
in which inflation has not been acecelerating, that is a different kettle
of fish. But, unfortunately, we are not living in that world.

It is undoubtedly true, it is clear that a combination of the budgetary
restraint and monetary restraints which have occurred are going to
provide, as they are intended, a dampener on the growth of demand
and slow the rate of economic activity growth, but, we think, slowing it
in a balanced way and not overdoing it.

‘Representative Reuss. Let me try to put in sharp focus what I think
is the difference between me and the administration on this interest
rate point. I am all for you and the Federal Reserve tightening money
and raising interest rates to the extent necessary to combat domestic
inflation. No complaints at all. Right on.

But I gather that on November 1. a new element. was added ; name-
ly—and higher interest rates were a portion of the November 1 pro-
eram—that for international reasons. we should tighten money and
raise interest rates more than we would otherwise do for anti-infla-
tionary reasons. To that extent I think we are going astray. For one
thing, I can’t find any real evidence that capital movements charge
around after the kind of mild extra differential in the interest rates
that we are talking about.
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I can see great danger where interest rates are higher than those
necessary to combat domestic inflation. We get sluggish productivities,
inflation and lack of growth all at the same time. As a result of such
stagflation, capital actually leaves this country; it gets out of the
sinking stock market, gets out of the unhappy bond market and with-
holds foreign direct investment in other ways not contemplated.

So I think we are on a very risky course here without—so far as I
can see—any factual evidence that this old central bankers’ whimsy
about high interest rates solving our capital problems.

Mr. ScaurtzE. Mr. Reuss, let me note that I think it is very im-
portant to realize that this is not and was not an action taken simply
to try to deal with the dollar by changing—simply by changing the
interest rates and attract capital inflow to handle the problem. In other
words, if that is all it were, you might have a point. But it wasn’t.

You have to remember that the 10 percentage point additional de-
valuation or depreciation of the dollar that we have recovered is worth
on the domestic inflation rate when it works its way through the sys-
‘tem—worth a number that is very hard to calculate, but taking into
account all the repercussions something significantly over 1 percentage
point on the inflation rate.

And here is a measure of providing in the face of accelerating do-
mestic inflation and of the independent impact of excessive deprecia-
tion of the dollar on domestic productivity where you take demand
restraint measures to deal with that problem, which at the same time
do have some—I can’t pretend to measure it—on the attractiveness of .
capital flows. But I wouldn’t suggest that was the major part of it.

Representative Reuss. But to the extent that it is a minor part of
it, otherwise the November 1 pronouncements wouldn’t have bally-
hooed the international effects so much.

Mr. Scaurrze. But the international effects, Mr. Reuss——

Representative Reuss. To the extent that the minor part of its was
in excess of what was needed to heroically and rigorously attack
domestic inflation, I think it was a mistake:

Mr. ScrHuLTzZE. I am not so sure we are so far apart in terms of the
basic philosophy, but it is in terms of interpretation that attacking
domestic inflation includes not merely what one does to domestic
demands, but in this particular case what one did in terms of its
impact on demand and changing attitudes and expectations about
the dollar and therefore attacking domestic inflation.

You cannot put it just in terms of creating an interest rate differ-
ential itself. That is part of it, but you can’t untangle it to what
part is and what part isn’t. I think one might say that making a
move all at once like that rather than doing it in a couple of steps
probably did help with the dollar substantially and did and will
have an important ameliorating impact on inflation.

So that is all part of the package. It isn’t just creating the differ-
ential exchange rates. I can’t put weights on it, Mr. Reuss.

Representative Reuss. Well, I will not belabor the point, but what-
ever had to be done from the standpoint of domestic inflation rates—
and not enough was done before November 1—had to be done, but
on November 1, there was something extra, and that something extra

‘as far as T am concerned should be leeched out of our monetary
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' policy as quickly as possible lest the prediction you made on July
94 which I find to be extremely thoughtful—comes true.

Specifically, don’t you think that in the mix of economic policy
we can well afford to be quite rigorous overall in our fiscal policy
to decrease the deficit, and be a little less rigorous in monetary
policy? We could then get our kicks out of monetary policy because
that is what helps capital investment, and it doesn’t create a deficit.
That is what is so nice about it.

So- without getting down to specific numbers, when you are plan-
ning the total mix, shouldn’t you be a little more rigorous in your
fiscal policy, and a little less rigorous in your monetary policy?
fiscal policy, and a little more rigorous in your

Mr. Scrurrze. Obviously 1 think we both agree we need some
elements of both. That is No. 1.

We are now dealing at the margin with the proper mix.

Representative Reuss. Right.

Mr. Scruourze. It is a very difficult set of calls to make. I would
only suggest that as you see the 1980 budget as it comes up, you and
your colleagues will find that there has been, indeed, a major effort
by way of “rigoring” the budget and that the tradeoff between fur-
ther rigor there and monetary policy is not quite as easy as it might
sound in the abstract. ,

Representative Reuss. Well, T hope so, very deeply. And in that
context, another place to apply a good mix is on the budget taxing

- and spending side; there I should think a mighty broad sword
ought be wielded against those elements in the budget which actu-
ally cause inflation. For example—so that T may be clear—Congress,
obsessed by I know not what last fall in its consideration of the tax
bill, in the process of reducing the capital gains tax on common
stocks, which was an excellent thing—more of it should be done, I
think—grossly and drastically reduced the capital gains tax on land,
the most inflationary element in the economy, the price of which
has gone up exponentially, which is deeply responsible for the terrible
inflation in food and housing.

Why do we not repeal that portion of that which we did and put
that $1 or $2 billion saving where it will do the most good?

Mr. Scrurrze. I think, Mr. Reuss, as you undoubtedly gathered
during the course of the tax debate last year, the administration’s
position on capital gains was not precisely the same as that of the
Congress. '

Representative Reuss. Right.

Mr. Scaurrze. That was a very long and difficult battle, and it
came out the way it did in terms again of a commonsense approach
to try to get cooperation in a tight budget, and to reopén that prob-
lem—however you or I might feel on capital gains taxes on land—
T am not sure would be productive. In fact, I am quite sure it would
be unproductive.

Representative Reuss. The President did have good luck with his
veto of the Defense bill to get rid of the B-1 bomber which I think
he rightly thought was a problem.

Mr. Scaurrze. L understand.

Representative Reuss. I commend that action and I will bring up
another one. We are merrily going ahead paying the States $2 bil-
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lion plus for State revenue sharing at a time when the States, half
of them at least, are getting ready to put potentially inflationary
spending power in the hands of our people by distributing some of
the surpluses they had kicking around.

That is the current preoccupation within Congress, Why do we
supply them with the tickets to do that? They ought to be giving
us revenue sharing, not the other way around. FLaughter.]

So I really think that more microeconomics, and less macro-
economics, in the budget would be saving grace that could bring us
all together. If that involves vetoes by the President, well, that is
what makes the President look good.

Mr. ScHULTZE. AS you are aware, the President is prepared to use
his veto power appropriately with reason and as is necessary. Let me
note that I expect we could spend a lot of time talking about the partic-
ular composition, microcosm composition of the budget as it will come
up, although we don’t quite know what it is going to be so it is a
little hard to do.

One sidepoint with respect to the States, just an economic point, is
that to the extent the States are reducing property and sales taxes, this
does have a direct impact on CPL.

Representative Reuss. Right. To the extent that they are dishing out
income taxes in which

Mr. Scaurrze. It doesn’t. That is correct.

Representative Reuss. In which the people who add to the demand
which is hovering over the economy get their pockets filled——

Mr. Scaurrze. I understand——

Representative Reuss [continuing]. And spend it. You can’t tell me
that is a good thing. :

Mr. ScaULTZE. That’s right.

Representative Reuss. And is it really a Wizard of Oz-like economy
in which you can sit around claiming we can’t do anything about it ?

Mr. Scuurrze. I am not suggesting we can’t do anything about it.
I was suggesting that there are all sorts of difficult calls that are going
to have to be made and I hope we can get general consensuses on 1t, but
I am sure that there will be a lot of microquestions that will arise as
that budget comes up.

Representative Reuss. Thank you.

Mr. Hamilton. _

Representative Hamirron. Thank you very much, Mr. Reuss.

Mr. Schultze, a moment ago you were talking about the veto. I asked
Secretary Blumenthal about the mandatory wage and price controls.
You have probably seen the public opinion polls that show an increas-
ing number of people support mandatory wage and price controls. If
the Congress were to pass such a bill, would the President veto it %

Mr. ScHuLTZE. Mr. Hamilton, I have learned from long experience
that it probably isn’t good policy for an administration official before
anything ever happens to say what the President will or will not veto.
But in this particular case, in this particular case I am convinced he
would get a unanimous recommendation from his economic advisers to
veto it and I am convinced he will veto it. '

Literally, it is so out of the can of what we want to do we have not
even talked about the possibility of a veto. I can’t imagine given what
I have heard from the chairman and the members of t%xl: two commit-
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tees who would be involved, I can’t conceive of it ever getting out of
committee. Let me make one other point on mandatory wage and
price controls.

I have seen the polls which indicate people in general seem to want

wage and price controls. I think I would be willing to bet more than
a single good dinner, several good dinners, that that would last some-
where between 6 months and a year. I don’t know the number, but I
suspect there are probably 5 million commodities of different kinds
in this country.
_ While for 6 months you can find ways of putting lids on them
in some mandatory across-the-board sense, it will gradually deter-
iorate. Quite apart from the economics of it, the social and political
pressures, et cetera formally to get rid of them or to do the same
thing by issuing interpretation, would be so great that we maybe
would by ourselves in 6 months, maybe 9, and would end up putting
the economy in a straitjacket and get nothing out of it.

So that popularly would be very evanescent as we found in 1971.

Representative Hammron. You have a lot of business people who
expect mandatory wage and price controls to come about. You have a
lot of people that want them. Would it, therefore, make sense for the
President just to say now he will veto it if it comes up?

Mr. Scuurrze. I think—although I don’t actually remember him
saying it in that way—he has sure indicated his stron hostility and
opposition to it. I don’t even want to say it that way, f%ecause it does
kind of imply that maybe he will be faced with it and literally I can’t
imagine it even getting out of committee.

T could be wrong. I have been in the past.

Representative Hamuron. I appreciate your very clear statement on
it, Mr. Schultze.

Let me ask you a question or two about this real wage insurance. I
may not be up to date on that. You have not actually submitted that
to us yet ; have you?

Mr. ScaurtzE. We have not. We are in the process of drafting the
detailed specifications. We are discussing it with the staffs and the
members of the tax-writing committees, but we have not sent it up yet.

Representative Hamrrron. Can you make any comment to us about
who will be covered under it and who will not be covered? For ex-
ample, another big factor discussed:is the cost of it. Could you com-
ment a little about it to the extent that you feel that you can?

Mr. Scaurrze. It is very difficult to be specific until we have, you
know—to speak out ahead of that which we are now working on.

Let me note several things that, in effect, all employees would be
eligible in the sense if they, as a group, comply with the basic 7-
percent standard.

Representative Hamruron. But that would not include self-employed
people?

Mr. Scuurrze. No, there is no way of doing that.

With respect to the cost, it again depends on precisely how you write
it. There is some self-limiting aspect to it. It is not complete. That is,
if you have very widespread participation and observance of the
standards, the likelihood of getting a price increase significantly over
7 percent is pretty low. On the other hand, if not, many people observe
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the standards, the likelihood of having to pay out is fairly high, but
the number you have to pay it to is fairly low. I don’t want to suggest
there is no risk of payout. There might well be, but it does have some
very important self-limiting features.

Representative Hamrurox. The discussion in the press was that this
idea. the real wage insurance proposal, really did not get very much
discussion and debate within the administration prior to its announce-
ment.

The fact that you are fairly slow in giving us the details of it would
add some credence to that. Was it a thoroughly discussed, thought-
out matter within the administration ?

Mr. ScauLTzE. Yes, sir, it was. I think

Representative Hamirton. If so, why haven’t we had more details
on it right after the statement of it.?

Mr. Scrurrze. Let me put it this way. I think one of the things that
puzzled people was that every other part as far as I can tell of that
particular program that the President announced on October 24 found
its way into the press before the President announced it. This one
didn’t and therefore there is some view, well, this must have come in
at the last minute. I guess I would have to say—it didn’t come along
late in the game. It came along somewhat later than some other ele-
ments. That is, we were discussing the wage-price standards for a long
period of time before the real wage insurance, so in that sense it came
along later. But it was subjected to a good bit of analysis.

What we did not have and what proves complex is translating it
into specific legislative language. That does take some time.

Representative HaniLron. You mentioned quite a bit in your pre-
pared statement about productivity and you identify that as one of the
factors which accelerated inflation. What do you recommend with re-

" spect to Government action to increase productivity ?

Mr. Scavrrze. Well, I first have to start by saying there are literally
no nice, neat buttons you can push and get productivity going. There
are things we can do to influence the climate and a number of other
things. I will discuss some of those.

I would pay particular attention, I think, to three. First, the tax
bill that the Congress did pass, even though there is some quarrel about
the composition of it, nevertheless did provide some $7 to $7.5 billion
in reduced taxes on income from capital, which should provide incen-
tives to investors, which in turn is important to productivity.

Second, up until about 1 year ago, I hope I have my dates right—
but about 1 year ago for the 10 years prior to that the real value of
governmental support for research and development had declined. If
you adjust for inflation, Government investing in R. & D. declined.
Since there are a number of areas, particularly in the basic area of re-
search and development, where it almost has to be supported by Gov-
ernment, that probably did contribute to the productivity decline. Even
in a tight budget the real research and development expenditures
should increase. ' :

They did last year and they should increase again. So the presump-
tion

Representative Hamrmron. In the new budget it does?

Mr. ScauLrze. I hope I am not going beyond myself because T have
not seen final markups, but I think so. I will make that qualification.
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But the basic premise is that we are interested in turning around that
real decline in research and development.

The third thing is an ephermeral thing. It is not something you pass
a piece of legislation on, but I think productivity is importantly re-
Jated to being willing to undertake new things, innovation, risk, and
quite apart from investment, incentives that depend, I think, on a
climate in which business firms have some sense of being able to plan
for the future with some kind of stability. And I think a program, 2
moderate, firm, restrained program which tries to give us promise o
sustained and reasonable economic growth with some reduction in in-
flation, as we proceed to demonstrate that, I think it will instill the
confidence needed to take the steps which are very important to raising
productivity.

Representative Hamirton. Would you, therefore, expect productiv-
ity to begin to turn up in 1979¢ '

Mr. Sorurrze. I would certainly hope so. It only grows at about a
quarter percent, less than half a percent in the prior 4 quarters.

T would certainly hope and expect it would grow faster. On the other
hand, T have to say that the fact of, first, the longer term decline over
the past 10 years and then the very specific 1-year decline last year
makes one very cautious in predicting that turnaround as a position.
But, yes, I would, but I would be cautious in predicting a very large
one initially.

Representative HamrrTON. Looking at those three factors that you
singled out that accelerated inflation in 1978, the appreciation of the
dollar ought to improve?

Mr. Scaurrze. That is correct.

Representative Hamrron. You suggested productivity may im-
prove modestly ¢ .

Mr. ScuuLTzE. Yes; that’s right.

Representative Haymirron. And food, I guess, is much tougher to
c.a,ll.h qu you have any call on food for 1979¢ ‘What is your projection
on that?

Mr. Scaurtze. Well, not a call, I am not prepared to make such a
call in a quantitative sense at the moment.

We are in the throes of trying to nail down our formal forecast. This
year food prices have been rising something like 12-13 percent an-
nually. T am confident it will be significantly lower than that next year,
but I am not yet in a position to throw it up for you.

Representative Hamiiton. Mr. Schultze, i T have the time; let me
observe on the part where you talk about being increasingly encour-
aged by the response to the standards, you indicate that businesses at
Jeast have suggested they are going to comply. Then you say that lead-
ersof] 1a,bor organizations’ response has been measured and occasionally
critical.

My impression is that labor has been rather vociferous and rather
constantly critical. What do you mean “occasionally critical and
measured”? I just had the impression that organized labor has not
given too much cooperation at all on the standards. Is that a false
impression ?

Mr. Scrrurrze. It has varied. Mr. Meany, as even a casual reader of

the newspapers can note, has been in opposition. You note in his oppo-
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sition he has reiterated the fact that he is not asking his individual
union presidents, the leaders, not to cooperate. He is expressing his
personal opposition. But of course, the basic bargaining strategy and
everything else is determined union by union.

So the statements that have been made by the president of the Com-
munications Workers, the Auto Workers and Teamsters have varied,
but basically they have had significant notes of cooperation in them.
It is not to suggest there isn’t beginning to be, you know, a year in
which there will be difficult negotiations and I don’t want to be a Polly-
anna, but I don’t think one can take just Mr. Meany’s statements as
an indication of how labor will deal with this.

As I say, even Mr. Meany indicated that he is not asking for coop-
eration by the unions.

Representative Hamirton. Does the real wage insurance proposal
become critical in labor’s attitude toward these standards?

Mr. Scauurze. I think it is very important, not merely in terms of
organized labor, but also in terms of cooperation from mansagement
and workers in whatever it is, approximately 70 percent of the labor
force that isn’t organized.

Representative Hamirron. Thank you, Mr. Reuss.

Representative Reuss. I share Mr. Hamilton’s feeling that it is too -
bad that the real wage insurance program isn’t now before the Con-
gress. Specifically, it seems to me that it would have becn useful to have
had even a lameduck Ways and Means Committee, or Iinance Com-
mittee, considering it now so that Congress could act very promptly
on January 15.

What I fear is that you are going to have teamsters and oil workers
and everybody else negotiating early in 1979 without the benefit of a
real wage insurance program. F presume Congress will do a little better
than it did on the energy bill, which took 2 years, but——

Mr. Scaurrze. If it doesn’t, then——

Representative Reuss. What does poor Mr. Kahn, or whoever, tell a
union that is negotiating ‘that he can’t produce a bird in the hand on
the real wage insurance program ? :

Mr. ScaurrzE. Mr. Reuss, we are, as I indicated earlier, now in the
process of not merely doing or working on it ourselves and we have
done an awful lot, but we are now discussing it with the staff of the
relevant tax-writing committees and with the members, and hope to
have something up basically as the Congress gets here, if not before. So
that you are quite right, it 1s an urgent matter in terms of speed.

¢ are aware of that and are working already cooperatively to have
something.

Representative Reuss. Well, I wish it could have been faster.

Let me go into one of those boring arithmetical exercises.

. Tam having difficulty in seeing this $30 billion deficit which you pre-
figure for fiscal 1980. Tell me where I am going wrong, if you will.

That $30 billion difference between spending of $535 billion, and re-
ceipts of $505 billion. Revenues of that order suggest a GNP of about
$2.6 trillion, but to get there the economy is going to have to grow in
nominal terms at around 12 percent a year.

Since you have a target inflation rate of 6.5 percent, that sounds like
a real growth rate of 5.5 percent, and this is much higher than anyone
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is predicting. So what my arithmetic leads me to suggest is not a $30-
billion deficit, but one of those awful $50 billion or so deficits.

Wherein am I going astray ¢

Mr. ScHULTZE. At the moment I can’t go through the arithmetic with
you. Let me simply note—again without wanting to indicate that those
are the specific numbers one would have to have—the kind of increases
of revenues you are talking about, and we have done our homework,
. don’t require anything like that nominal GNP.

In terms of specific numbers I am not prepared to go through with it
here, but we see a 12-percent growth in nominal GNP is just not re-
quired to get there. We don’t. :

I would have to go back and go through the arithmetic. There
are a number of things occuring: On the one hand, you have a tax
reduction coming in; on the other hand, you have an increase in the
social security taxes coming in, but I would have to go back and do my
own homework to see exactly where the arithmetic is off. But I know
12 percent doesn’t jibe with what we think is necessary to get there.

Representative Reuss. Well, we are all going to learn a lot in the
next 60 days.

. Representative Fenwick.

Representative FEnwick. Thank you, Mr. Reuss. :

I am really puzzled. We have been told by witnesses coming before
this committee that the automatic rises in the social security, minimum
wage, are highly inflationary, that we have been cautioned that we
should have not taken those steps, we should have done it when it was
appropriate by vote rather than linking it to cost of living and other
indexes and that is very inflationary. -

Now, we are going to add real wage insurance, which I understand
is going to affect it. Isn’t that another inflationary push? What do you
feel about the rise in the minimum wage and social security tax and
the social security benefits tied to the cost of living? Are these not all
inflation causes? :

Mr. ScuurrzE. Let me respond on severél points. One, with respect
to real wage insurance. It is not, I underline, an escalator-type
provision. .

Representative FEnwick. What is it ¢ :

Mr. Scuurrze. In fact, it explicitly is directed toward givinﬁ some
kind of insurance to those who take action to help reduce inflation.
Tt is not a way to limit inflation. It is unlike the other escalators,
precisely addressed to those who take action to reduce their real wage
increases. Therefore, it is quite different from an escalator.

Representative FENWICK. You say it stays within 7 percent?

Mr. Scaurrze. That’s right. ’

Representative FENwIcK. So, in other words, it would compensate
those who stay at 7-percent rise in inflation caused by others who don’t;
is that it ? ” .

Mr. Scuurrze. That is the basic idea. Again only the rise over 7
percent, it doesn’t compensate up and down.

Representative FEnwick. Would that be automatic or do we have to
vote on that? '

Mr. Scrurrze. You would have to get there on the law—excuse
me?
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Representative Fenwick. Would that become automatic?

Mr. Scuurrze. No; we would not propose to have this as a long-term
thing that becomes automatic. We might want to ask for it for 2
years, maybe 1 year, but clearly it would not be a long-term automatic
program.

Representative FEnwick. What do you feel about the rise in the
social security tax and the minimum wage as an effect on human
production ?

Mr. ScauLTzE. Well, let me note that with respect to the rise in social
security taxes that in 1977 when this was clearly necessary to do some-
thing about the system, the administration had proposed in a modest
way a particular way of injecting general revenues into the system
to moderate that. It was not a large amount, but it was a good pro-
graming.

The Congress couldn’t even get it considered, to my recollection.

Representative FEnwick. Would you advise that?

Mr. Scaurrze. Pardon.

Representative FENwick. Will you advise that ? :

Mr. ScruLTZE. Again I submit at this stage it is a bit like the answer
to the chairman on capital gains taxes on land. At this stage the Con-
gress has spoken. However, let me note that there are large increases
in social security taxes coming up again in 1981 and I don’t want to
suggest—in fact, I am fairly sure the administration and the Con-
gress will be wanting to take a look at that whole thing. On the other
hand, in terms of reversing an immediate action taken by the Con-
gress, that is another matter.

Representative Fenwick. I know what has happened, Mr. Schultze.
I am asking you what you would advise? o

Mr. Scrurrze. I am saying that in terms of the upcoming budget
and the upcoming year, the deficit considerations are such that to re-
duce social security taxes to get rid of some of those increases in the
year ahead, I don’t see how they could be fitted into a reasonable fiscal
policy. If you look at several years, that is another matter and there
is a chance, but not in 1979.

flgepé'esentative Fenwick. I see. I want to go to another subject, cost
of food.

Some 4 years ago Lewis Engman, I think Chairman of the Federal
Trade Commission, said that if we could make food exempt from the
ICC regulations, as all fresh produce is now, we would cut the cost
of its distribution by some 35 percent. This happened when fresh
chickens were declared to be, as you know, fresh produce and the cost
of distributing them dropped by that amount.

What would you think in an effort of eliminating inflationary costs
for food, if all food, processed and fresh, were exempted and could
be carried . without regard to the Interstate Commerce Commission ?

Mr. ScruLTZE. As you know, the President has indicated he is going
to be submitting legislation in the area of regulatory reform in the
surface transportation—rail and truck, in other words.

At this stage, since T must confess I have never thought of that par-
ticular approach, I don’t know whether it would be the most effective
way of dealing with it. However, I do want to make the caveat that
there may be better ways to get deregulation. There is nothing magic
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in food, per se. If you save the consumer whatever it is, maybe $100
a year, it is important to save the consumer $100 a year, and it may
be better to do it in more ways that are general than to pick one
commodity.

I am making the caveat on food. :

Representative Fenwick. Of all things that is the one thing we
would want to work on.

Thank you, Mr. Reuss.

Representative Reuss. Thank you. Taking notice of your important
date, we thank you very much, Mr. Schultze. As always, you have been
a super witness, and we want to wish you a Merry Christmas and good
luck, and remember that word “micro.”

Mr. ScruLTZE. Yes; I shall. Thank you.

Representative Reuss. Thank you. -

We will reconvene here at 2 o’clock for the continuation of this
hearing.

[Whereupon, at 11 :54 a.m., the subcommittee recessed, to reconvene
at 2 p.m. the same day.]

AFTERNOON SESSION

Representative Reuss. Good afternoon.

The subcommittee will be in order for its continued hearings on the
dollar rescue mission and its domestic implications.

‘We are honored to have before us a blue-ribbon panel of witnesses:
Mr. Hendrik Houthakker of Harvard TTniversity ; Leon Kevserling,
president of the Conferenec on Economic Progress; Robert Solomon,
senior fellow at Brookings; and Thomas Willett, professor of.eco-
nomics, Claremont Graduate School.

Thank you for getting to us vour verv helpfnl nrepared statements
which, under the rule and without objection, will be received in full
and placed in the record.

I would now like to ask each member of the panel to proceed. trying
to restrict, if possible, his summary to 10 minutes or so, and then we
will have an opportunity to ask questions.

Mr. Houthakker, would you lead off ¢

STATEMFNT OF HENDRJK S. HOUTHAKKER, HENRY LEE
PROFESSOR OF ECONOMICS, HARVARD UNIVERSITY

Mr. HoutrHARKER. Thank vou, Mr. Reuss.

I am always grateful for the opportunity to appear before you and
perhaps I may remind vou that unlike most economists, I was never
a proponent of free and floating rates and preferred a reform of the
Bretton Woods system to make it more flexible.

However, when the necessary reforms were not undertaken and the
Bretton Woods system collapsed, my view was that floating rates
should be used to best advantage, and that Government intervention in
the exchange markets should be kept to a minimum. .

The theoretical case for floating rates was based on the notion t}}at
countries could combine full employment and price stability with
equilibrium in the foreign exchange markets, surely the best of all
possible worlds. Actual experience during the last 5 years has hardly
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confirmed these claims; indeed, it would be more correct to say that
the opposite happened.

In most industrial countriesinflation and unemployment levels have
been at higher levels than at any time since World War I. Unemploy-
ment has been at its greatest level since the Great Depression. Sur-
pluses and deficits in the balance of payments have been at least as
persistent, and often larger, than they were under Bretton Woods.
A cynic might well say that floating rates have brought us the worst
of all possible worlds.

Not being a cynic, I would not want to draw this conclusion, nor
would T attribute all the present ills of the world economy to floating
rates. It seems fair to say, however, that the leading countries of the
world have simply been unable to adjust their economic policies to the
prevailing regime.

The proponents of floating rates will no doubt say that if they have
not worked, it is because there has been much government interven-
tion. There is much merit to this view. Too many countries have tried
to prevent the appreciation of their currency by massive purchases of
dollars, and some of them even have deliberately kept their economies
below the full employment level with a view to maintaining exports
and holding down imports.

The United States, however, has by and large played the floating
rates game by the theoretical rules. Yet at the beginning of last month
we were also forced to reverse the nonintervention policy.

The economic theory underlying floating rates assumes that the
foreign exchange markets are stable, both in the short run and in
the long run, The experience with the last several years has belied
this assumption, particularly as regards shortrun stability, although
there is as yet little reason to question the longrun stability of the
exchange markets. The shortrun instability appears to be so over-
whelming that the longrun is largely of academic interest.

The reason for the shortrun instability of the exchange market is
threefold :

1. The lags in the adjustments of exports and imports to changes in
exchange rates are fairly long, probably of the order of 2 years. In
the shortrun, the effect of depreciation or appreciation is often
perverse.

2. The capital movements associated with changes in currency val-
ues are frequently destabilizing, a factor aggravated by the huge size
of private holdings in the world capital market.

3. Most countries are unwilling to leave the size of their imports
and exports to be determined by market forces only.

Of these three reasons, the first two are probably decisive.

While I believe that the only permanent solution to these inter-
national monetary problems is a return to a suitably modified Bretton
Woods-type system, I have no wish to exaggerate the present diffi-
culties. Despite the serious shortrun instability that has become obvi-
ous to most observers, there are signs of a return to better balance.
The depreciation of the dollar, in particular, has led to an increasing
demand for our exports exceeding the growth in our imports. If
continued, this development could bring us close to balance in the
current account within 1 year.
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This outcome could be made more likely if countries such as West
Germany and Japan fulfill their promises of more stimulative domes-
tic policies, and if we ourselves put our energy policies on a more ra-
tional basis by permitting domestic oil and gas prices to rise to world
market levels. With this relatively optimistic prognosis in mind, I
would like to turn now to the recent intervention.

First of all, I commend the administration and the Federal Reserve,
not only for taking strong action when it was needed, but also for not
doing much of anything until that time. A substantial depreciation of
the dollar was necessary to bring our current account into better bal-
ance. It would no doubt have been better if other countries, especially
Japan, had been more cooperative in increasing their imports, but in
the absence of such cooperation, we had little choice.

The administration can be criticized, though, for making occasional
statements suggesting intervention when there actually was no serious
intention of intervening; the only effect of these tactics was to under-
mine credibility and to make the private international capital mar-
kets more susceptible to instability. In foreign exchange markets it is
action, not words, that count.

In October 1978 it became clear that private international capital
movements were getting out of hand. The statistical data against which
this inference should be tested will not be available for several months,
but the behavior of the exchange markets spoke for itself. The Swiss
franc, the favorite counterpart for speculation against the dollar, rose
by leaps and bounds, rising to a premium of more than 30 percent over
the German mark. .

The newspapers were full of statements by presumably responsible
financiers implying that the dollar had no way to go but down.
These prophesies threatened to become self-fulfilling. Moreover, the
dollar was falling to a level much lower than needed to restore current
atcount balance, and the depreciation itself was beginning to pose a
serious threat to domestic price stability in the United States.

Whether by foresight or by procrastination, the administration had
waited until it saw the whites of the enemies’ eyes. Not only was its
action of November 1 perfectly timed, but it also was sufficiently mas-
sive to convince a demoralized market that the United States meant
business at last.

Having put on record my strong general approval of the inter-
vention of November 1, I should nevertheless raise a few questions
about the components of the intervention package. The increase in
the discount rate and in the reserve requirements was entirely appro-
priate; until that time interest rates had been kept at an unduly low
level, at which the real return on assets was negative, given our
inflation rate.

We are now at last seeing the positive real rates of return without
which domestic price stability is not conceivable. No doubt these
monetary actions have increased the risk of a recession, but in my
opinion not to an unacceptable extent. In fact, the administration
could have done something on the domestic front and also had a more
restrictive fiscal policy.

I am less enthusiastic about the various international credit transac-
tions that were an important part of the November 1 measures. While
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. thereisno great harm in drawing on the International Monetary Fund,
the previous experience with Roosa bonds should have suggested con-
siderable caution in borrowing in foreign currencies. The interest rates
a_broad may be attractive, but there is a considerable currency risk in
l&gl}it of the apparent long-run tendency toward depreciation of the

ollar.

_ Another component of the November 1 package was an increase
in Treasury gold sales. This was a wise decision; indeed, I would have
gone further and introduced weekly sales at a rate of, say, 1 million

-ounces per week. The U.S. gold stock stands at about 275 million

. ounces, worth more than $55 billion at present prices.

I am certainly not suggesting that this is the course we should
adopt. It should be recognized, however, that the gold serves no
purpose whatever unless it is used at least occasionally. Our inter-
national reserves consist almost entirely of gold; if gold is not used,
we have no reserves to speak of. )

Of course, I am not suggesting that we return to the gold standard,
but greater reliance on our gold stock would have considerable advan-
tages over borrowing abroad. Since the gold does not earn any inter-
est, the cost of using it is very low. To the extent that individual
investors want to hold gold as a hedge against inflation, it would be
in the public interest to make it available to them rather than keep
it unproductively in Fort Knox.

Gold no longer has any role in the international monetary system;
it has become simply a commodity of which we happen to hold a large
stock because of past history. The idea of selling gold by regular auc-
tions is basically sound ; if the price of gold were to drop sharply, we
could always suspend the auctions. Greater emphasison Treasury gold
sales would also serve to remind the international capital markets of
our assets position.

While I am fairly optimistic concerning the immediate prospects for .
the dollar, I do not think we are out of the woods in the longer run.
International monetary reform should remain high on our agenda, but
the results are not likely to be visible soon. Moreover, we should
strongly resist foreign pressures to run our economy at a lower level of
employment merely to preserve the external value of the dollar.

We need effective anti-inflation policies for domestic reasons, but
the question of the exchange rate is an entirely separate one. The fall in
the dollar is not primarily the result of higher inflation in the United
States; even now our inflation rate is not substantially different from
the average of other industrial countries. When it comes to the point,
the world at large has a greater interest iri continued real growth in
the United States than it has in the external value of the dollar.

In summary, our international economic policies should continue
to be governed primarily by domestic considerations, including both
price stability and full employment. Until there is agreement on a new
international monetary ssytem, we should not lock ourselves into any
particular external value of the dollar, and intervention should be
practiced only in cases of short-term instability. It is only by this strat-
egy that we can hope to induce other countries to pursue similar do-
mestic policies, and to protect our own interests if they fail to see
things our way. Thank you.

[The prepared statement of Mr. Houthakker follows:]
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PREPARED STATEMENT OF HENDRIK S. HOUTHAKKER

U.S. Policy Toward the Dollar

Mr. Chairman, I am as always grateful for the opportunity to appear before
your subcommittee, which has done so much over the years for a better under-
standing of international monetary affairs. Perhaps I may start out by reminding
you that, unlike most economists at the time, I was never a proponent of freely
floating rates and preferred a reform of the Bretbon Woods system to make it
more flexible. However, when the necessary reforms were not undertaken and
the Bretton Woods system collapsed, my view was that floating rates should be
used to best advantage, and that government intervention in the exchange
markets should be kept to a minimum. Although floating rates had come into being
by default rather than by design, here at least was an opportunity to test the
claim of the propoments that they would permit simultaneous attainment of in-
ternal and external balance. The theoretical case for floating rates was based
or: the notion that countries could combine full employment and price stability
witt;dequilibrium in the foreign exchange markets, surely the best of all possible
worlds.

Actual experience during the last five or six years has hardly confirmed these
claims ; indeed it would be more correct to say that the opposite happened. In
most industrial countries inflation has been at higher levels than at any time
since World War I. Unemployment has been at its greatest level since the Great
Depression. Surpluses and deficits in the balance of payments have been at
least as persistent, and often larger, than they were under Bretton Woods. A
cynic might well say that floating rates have brought us the worst of all possible
worlds.

Not being a eynie, I would not want to draw this conclusion, nor would I
attribute all the present ills of the world economy to floating rates. It seems fair
to say, however, that the leading countries of the world have simply been unable
to adjust their economic policies to the prevailing regime. In fact, the only coun-
tries that have operated floating rates successfully are those in the southern
part of Latin America where inflation has become endemic.

The proponents of floating rates will no doubt say that if they have not
worked, it is because there has been much government intervention, There is
much merit to this view. All too often countries have tried to prevent the appre-
ciation of their currency by massive purchases of dollars, and some of them even
have deliberately kept their economies below the full employment level with a
view to maintaining exports and holding down imports. The United States,
however, has by and large played the floating rates game by the theoretical
rules. Until recently we have intervened very little, while working towards full
employment and indeed coming close to accomplishing it. Yet at the beginning of
last month we were also forced to reverse the non-intervention policy.

The economic theory underlying floating rates assumes that the foreign ex-
change markets are stable, both in the short run and in the long run. The
experience with the last several years has belied this assumption, particularly
as regards short-run stability, but there is as yet little reason to question the
long-run stability of the exchange markets. The shor-run instability appears to
be so0 overwhelming that the long-run is largely of academic interest. The reason
for the short-run instability of the exchange market ig three-fold:

1. The lags in the adjustments of exports and imports to changes in ex-
change rates are fairly long, probably of the order of two years. In the very
short run, the effect of depreciation or appreciation is often perverse.

2. The capital movements associated with changes in currency values are
frequently destabilizing, a factor aggravated by the huge size of private
holdings in the world capital market.

3. Most countries are unwilling to leave the size of their imports and
exports to be determined by market forces only.

Of these three reasons, the first two are probably decisive. If there were more
stability, countries might also be more willing to let foreign trade take its
course. As it is, they intervene because they are not willing to entrust the fate
of their economies to a long-run stability that has not been demonstrated. Since
the interventions by different central banks tend to be contradictory, they are
themselves a further source of short-run instability.

Although I believe that the only permanent solution to these international
monetary problems is a return to a suitably modified Bretton Woods-type system,
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T have no wish to exaggerate the present difficulties. |Despite the serious short-
run instability that has become obvious to most observers, there are signs of a
return to better balance. The depreciation of the dollar, in particular, has led to
increasing demand for our exports exceeding the growth in our imports. If
continued, this development could bring us close to balance in the current account
within a year. This outcome could be made more likely if countries such as West
Germany and Japan fulfill their promises of more stimulative domestic policies,
and if we ourselves put our energy policies on a more rational basis by permitting
domestic oil and gas prices to rise to world market levels. With this relatively
optimistic prognosis concerning our current account_ in mind, I would like to
turn now to the recent intervention.

First of all, I commend the Administration and the Federal Reserve, not only
for taking strong action when it was needed, but also for not doing much of
anything until that time. A substantial depreciation of the dollar was necessary
to bring our current account into better balance. It would no doubt have been
better if other countries, especially Japan, had been more cooperative in increas-
ing their imports, but in the absence of such cooperation we had little choice.
The Administration can be criticized though, for making occasional statements
suggesting intervention when there actually was no serious intention of inter-
vening ; the only effect of these tactics was to undermine credibility ad to make
the private international capital markets more susceptible to instability. In for
foreign exchange markets it is action, not words, that count.

In October 1978 it Lecame clear that private international capital movements
were getting out of hand. The statistical data against which this inference
should be tested will not be available for several months, but the behavior of the
exchange markets spoke for itself. The Swiss frane, the favorite counterpart
for speculation against the dollar, rose by leaps and bounds, rising to a premium
of more than 309, over the German mark. The newspapers were full of state-
ments by presumably responsible financiers implying that the dollar had no way
to go but down. These prophesies threatened to become self-fulfilling. Moreover,
the dollar was falling to a level much lower than needed to restore current
account balance, and the depreciation itself was beginning to pose a serious
threat to domestic price stability in the United States. Whether by foresight or
by procrastination, the Administration had waited until it saw the whites of the
enemies’ eyes. Not only was its action of November 1 perfectly timed, but it also
was sufficiently massive to convince a demoralized market that the United States
meant business at last. In the few weeks since November 1, the exchange markets
have been remarkably quiet.

Having put on record my strong general approval of the intervention of No-
vember 1, I should nevertheless raise some questions about the components of
the intervention package. The increase in the discount rate and in the reserve
requirements was entirely appropriate; until that time interest rates had been
kept at an unduly low level, at which the real return on assets was negative,
given our inflation rate. We are now at last seeing the positive real rates of
return without which domestic price stability is inconceivable. No doubt these
monetary actions have increased the risk of a recession, but in my opinion not
to an unacceptable extent. Except for the abnormally low savings rate, our
domestic eecnnomic performance has been reasonably well balanced, without the
build-up of inventories that has usually been the immediate cause of a recession.
Indeed. I feel that the Administration could have gone further in this direction
and also announced a more restrictive fiscal policy.

T am less enthusiastic about the various international credit transactions that
were an important part of the November 1 measures. While there is no great
harm in drawing on the International Monetary Fund. the previous experience
with Roosa bonds should have suggested considerable caution in borrowing in
foreign currencies. The interest rates abroad may be attractive, but there is a
considerable currency risk in light of the apparent longrun tendency towards
depreciation of the dollar, a tendency that has been apparent from econometric
studies for several years.

Another component of the November 1 package was an increase in Treasury
gold sales. This was a wise decision: indeed, I would have gone further and
introduced weekly sales at a rate of, say, one million ounces per week. The U.S.
gold stock stands at about 275 million ounces, worth more than 55 billion dollars
at present prices. This amount would be large enough to cover our current
account deficit for a number of years, although I am certainly not suggesting
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that this is the course we should adopt. It should be recognized, however, that
the gold serves no purpose whatever unless it is used at lea§t occasionally. OGur
international reserves consist almost entirely of gold ; if gold is not used, we have
no reserves to speak of. . .

I am not suggesting that we return to the gold standard, which would in any
case be impractical, but greater reliance on our gold stock would have qonslder-
able advantages over borrowing abroad. Since the gold does not earn any interest,
the cost of using it is very low. Of course, it is conceivable that the price of gold
will rise further in the future, but the opposite is also argua_-ble. A' lprge part
of the world’'s gold stock is now in private hands, much of it in anticipation of
future price increases. If these increases are not forthcoming, the gold may be
unloaded, leaving the United States with a large capital _loss. 'To th_e exgent that
individual investors want to hold gold as a hedge against inflation, .1t would
be in the public interest to make it available to them rather than keep it unpro-
duetively in Fort Knox. .

Gold no longer has any role in the international monetary system; it has
become simply a commodity of which we happen to holfi' a lgrge s_tock because
of past history. The idea of selling gold by regular auctions is basically sound;
if the price of gold were to drop sharply, we could always suspend. the auqtions.
Greater emphasis on Treasury gold sales would also serve to remind the inter-
national capital markets that the United States is not without reserve assets
and does not need to borrow abroad in case of a deficit.

While I am fairly optimistic concerning the immediate prospects for the dol-
lar, I do not think we are out of the woods in the longer run. International
monetary reform should remain high on our agenda, but the results are not
likely to be visible soon. Moreover, we should strongly resist foreign pressures
to run our economy at a lower level of employment merely to preserve the ex-
ternal value of the dollar. We need effective anti-inflation policies for domestic
reasons, but the question of the exchange rate is an entirely separate one. The
fall in the dollar is not primarily the result of higher inflation in the United
States; even now our inflation rate is not substantially different from the
average of other industrial countries. When it comes to the point, the world
at large has a greater interest in continued real growth in the United States
than it has in the external value of the dollar.

In summary, our international economic policies should continue to be gov-
erned primarily by domestic considerations, including both price stability and
full employment. Until there is agreement on a new international monetary
system we should not lock ourselves into any particular external value of the
dollar, and intervention should be practiced only in cases of short-term in-
stability. It is only by this strategy that we can hope to induce other countries
to pursue similar domestic policies, and to protect our own interests if they
fail to see things our way.

Representative Reuss. Thank you, Mr. Houthakker.
Mr. Solomon, would you come up next with your statement?

STATEMENT OF ROBERT SOLOMON, SENIOR FELLOW,
THE BROOKINGS INSTITUTION

Mr. Sor.omon. Thank you, Mr. Reuss. .

In this statement I attempt to assess the wisdom of the actions
announced on November 1 and designed, in the President’s words, “to
correct the excessive decline in the dollar which has recently occurred”.

The dollar had been declining for more than a year when the No-
vember 1 actions were taken. After 2 years of relative stability, the
trade-weighted average value of the dollar—otherwise known as the
effective exchange rate—against the currencies of the 10 largest in-
dustrial countries, fell about 5 percent in the fourth quarter of 1977,
314 percent in the first quarter of 1978, and one-half percent in the
second quarter. :

The downward movement accelerated again in the summer, with
a decline in the dollar’s effective exchange rate of 514 percent in the
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third quarter. Then in the first 3 weeks of October the dollar’s aver-
age value fell about 1 percent per week. It feel more than 2 percent
in the week from October 18 to October 25, and 2.7 percent from
October 25 to October 30. o

Of course, the downslide of the dollar corresponded to a similar
accelerating upward movement of the currencies of the other in-
dustrial countries, most notably Germany, Japan and Switzerland.
In the last two weeks of October the dollar value of the D-mark in-
creased almost 314 percent per week. )

Tt is clear that exchange rates were moving further and more
rapidly than.could be justified by any economic criterion. At the
low point on October 30, the dollar was down 22 percent from Sep-
tember 1977 on a weighted average basis against the currencies of the
other industrial countries. And the daily movement was becoming
very large indeed. Among the various consequences was the impact
of the rising cost of imports, at least from the industrial countries,
on the President’s wage-price program. It is my judgment therefore
that forceful action was called for to arrest the exchange rate move-
ment.

In the circumstances I have just described, intervention was justi-
fied. The underlying balance of payments position of the United States
was improving. But, the halving—cutting in half—of the current-ac-
count, deficit between the first and second quarters of 1978 had been
completely ignored by the foreign exchange markets. And the pros-
peets for a convergence of rates of economic expansion between the
United States and the other industrial countries promised a further
improvement in the U.S. balance of payments. These facts, too, were
ignored by the foreign exchange markets. So, the intervention was, in
my mind, justified.

Having presented this rationale for the foreign exchange inter-
vention part of the November 1 program, I would like to register some
concern about the monetary policy component of that program. It is
traditional for central banks to raise interest rates or take other tight-
ening action when an effort is being made to stabilize an exchange
rate. And conventional wisdom in the minds of participants in the for-
cign exchange markets no doubt expected some monetary policy ac-
tion. But the fact is that monetary policy had already been tightened
considerably. Over the year from September 1977 to October 1978, the
Federal funds rate was raised almost 8 percentage points. Immediately
after the November 1 announcement, many economic forecasters
raised the probability they were assigning to a recession in 1979.

" Yet, a recession is in the interest of neither the United States rior
of its trading partners. As we learned in 1969-70, a mild recession
would do little to cure inflation, and I don’t think anyone wants to
have a deep recession. A recession would have adverse impacts on the
prosperity of the rest of the world as well as of the United States.
And, ironically, it could lead to a further weakening of the dollar. One
cannot imagine that interest rates would not fall in a recession, partly
because of reduced demand for credit and partly because the Federal
Reserve would adopt a more stimulative policy. :

The decline in interest rates could induce capital outflows large
enough to outweigh the effects of an improved trade balance. The re-
sult would be a depreciation of the dollar. Mr. Reuss, I have spelled

43-286 O -79 -5
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out the case against a recession in a column in a recent issue of The
Journal of Commerce. I am attaching a copy of that column to this
statement,

Representative Reuss. It will be made a part of the record.

Mr. Soromon. If I may, I would like to elaborate a bit on the reasons
for the rather sizable movement of exchange rates in the past year.

A good part of the explanation of the large trade deficit, apart from
oil imports in 1977, was the sluggish expansion in Europe and Japan.

This sluggish expansion was holding down American exports. In
fact, for a while in 1977, industrial production was actually falling in
Western Europe and Japan. From the fourth quarter of 1976 to the
fourth quarter-of 1977, the volume of imports declined in five of the
six major industrial countries other than the United States. The single
exception was Germany where imports in real terms increased by 3
percent during that period in 1977. Meanwhile, U.S. import volume
rose 814 percent as the U.S. economy expanded vigorously.

I assign great importance to these facts in explaining the develop-
ment of the enlarged trade deficit of the United States which in turn
had an impact on expectations in the foreign exchange market. As in
(f)i‘i}ll'er relatively free markets, expectations tend to become self-ful-

ing.

‘In trying to understand the movement of exchange rates one can
focus on the U.S. deficit or on the surpluses of a few other industrial
countries. Correspondingly, one can focus on the downward move-
ment of the dollar or on the upward movement of other currencies.

While the trade-weighted average value of the dollar fell about 15

-percent from late September 1977 to late September 1978, the corre-
sponding upward movement of other currencies was far from uniform.
Thus, the effective exchange rate of the French franc and the pound
sterling were absolutely unchanged over the year. The Italian lira fell
more than 5 percent, while the Canadian dollar’s effective exchange
rate decreased about 20 percent. The average value of the German
mark increased only 6 percent during that period from September 1977
to September 1978. The really large appreciations in effective rates
corresponding to the U.S. dollar’s depreciation were in the Swiss
frane, which rose more than 33 percent, and the Japanese yen which
went up 28 percent. -

It is no coincidence that, apart from one or two OPEC countries,
Switzerland and Japan are the countries with the largest current-ac-
count surpluses relative to their economic size. In the first half of this
year, Japan’s current account surplus was equal to 18 percent of its
exports and Switzerland’s current-account surplus was equal to 21
percent of its exports. In the case of Germany, the current-account
surplus was less than 6 percent of exports. Thus, it is not surprising
that the yen and the Swiss franc rose so much more than the deutsche
mark. With these currencies rising in value, other currencies had to
fall by arithmetic necessity. One of those that fell was the U.S. dollar.

Thus, Mr. Reuss, there is more than one way to look at the exchange
rate movement of the past year. If I may put in one more plug, this
is a point that I have elaborated in an article in the New Republic for
November 11, a cony of which I should like to submit, if I may.

Representative Reuss. That, too, will be entered into our record.
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Mr. Soronmon. What one concludes from all this, at least from the
way I look at it, is that it takes two to tango. Exchange rates reflect
the interactions among economies. Whether or not official interven-
tion in the exchange markets will have an effect depends on the under-
lying economic relationship among countries. The November 1 action
was justified and seems to have been successful because the under-
lying conditions were improving.

Growth and imports have speeded up in Europe and Japan. J apan’s
exports are falling and export orders in Switzerland are dropping
off. The large surpluses of these countries seem to be on the down-
swing, just as the U.S. deficit is decreasing.

Thus, I conclude with the view that stabilization operations in
foreign exchange markets are futile when underlying conditions are
not conducive to a stabilization or reversal of an exchange rate move-
ment. But when underlying conditions are pointing to a change and
the market is ignoring these conditions, official intervention can be

justified. Thank you. ) )
[The prepared statement of Mr. Solomon, together with the articles

referred to, follows:]

PREPARED STATEMENT OF ROBERT SOLOMON '

In this statement, I attempt to assess the wisdom of the actions announced
on November 1 and designed, in the President’s words, “to correct the excessive
decline in the dollar which has recently occurred.”

The dollar had been declining for more than a year when the November 1
actions were taken. After two years of relative stability, the trade-weighted
average value of the dollar (or effective exchange rate) against the currencies
of the ten largest industrial countries fell about 5 percent in the fourth quarter
of 1977, 8% percent in the first quarter of 1978, and % percent in the second
quarter. The downward movement accelerated again in the summer, with a de-
cline in the dollar’s effective exchange rate of 5% percent in the third quarter.
Then in the first three weeks of October the dollar’s average value fell about 1
percent per week. It fell more than 2 percent in the week from October 18 to
October 25, and 27 percent from October 25 to October 30.

Of course the downslide of the dollar corresponded to a similar accelerating
upward movement of the currencies of the other industrial countries, most
notably Germany, Japan and Switzerland. In the last two weeks of October
the dollar value of the D-mark increased almost 3%, percent per week.

It is clear that exchange rates were moving further and more rapidly than
could be justified by any economic criterion. At the low point on October 30, the
dollar was down_22 percent from September 1977 on a weighted average basis
against the currencies of other industrial countries. And the daily movement
was becoming very large indeed. ,

Among the various consequences was the impact of the rising cost of imports,
at least from the irdustrial countries, on the President’s wage-price program.

It is my judgment therefore that forceful action was called for to arrest the
exchange rate movement.

In the circumstances, intervention was justified. The underlying balance of
payments position of the United States was improving. But, the halving of the
current-account deficit between the first and second quarters of 1978 had been
completely ignored by the foreign exchange markets. And the prospects for a
convergence of rates of economic expansion between the United States and the
other industrial countries promised a further improvement in the U.S. balance
of payments.

Having presented this rationale for the foreign exchange intervention part
of the November 1 program, I would like to register some concern about the

1 The views expressed in this statement are the sole responsibility of the author and
do not purport to represent those of The Brookings Institution, its officers, trustees, or
other staff members.
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monetary policy component of that program. It is traditional for central banks
to raise interest rates or take other tightening action when an effort is being made
to stabilize an exchange rate And conventional wisdom in the minds of par-
ticipants in the foreign exchange markets no doubt expected some monetary
policy action. But the fact is that monetary policy had already been tightened
considerably. Over the year from September 1977 to October 1978, the federal
funds rate was raised almost 3 percentage points. Immediately after the Novem-
ber 1 announcement, many economic forecasters raised the probability they were
assigning to a recession in 1979.

Yet a recession is in the interest of neither the United States nor of its trad-
ing partners. As we learned in 1969-70, a mild recession would do little to cure
inflation. It would have adverse impacts on the prosperity of the rest of the world
as well as of the United States. And, ironically, it could lead to a further weak-
ening of the dollar. One cannot imagine that interest rates would not fall in a
recession, partly because of reduced demand for credit and partly because the
Federal Reserve would adopt a more stimulative policy. The decline in interest
rates could induce capital outflows large enough to outweigh the effects of an
improved trade balance. The result would be a depreciation of the dollar. Mr.
Chairman, I have spelled out the case against a recession in a column in a recent
issue of The Journal of Commerce. I am attaching a copy of that column to this

statement.
BACKGROUND OF EXCHANGE BRATE MOVEMENT

If I may, Mr. Chairman, I would like to elaborate a bit on the reasons for
the rather sizeable movement of exchange rates in the past year As the year
progressed, the consensus view on the causes of the dollar’s depreciation shifted.
Ir: the autumn of 1977, much tof the blame, if that is the right word, was placed on
remarks made by Secretary Blumenthal, who was accused of “talking down
the dollar.” Then market talk focussed on the voracious American appetite for
oil, for in 1977 our oil imports increased in value by $10 billion, accounting for
half of the increase in the U.S. trade deficit in that year. More recently, the
blame has shifted to the U.S. inflation rate, which has worsened in 1978 while
inflation abated in other industrial countries.

There could be some degree of merit in all of these alleged explanations but
what was not adequately appreciated was that sluggish expansion in Europe
and Japan was holding down U.S. exports. For a while in 1977, industrial pro-
duction was actually falling in Western Europe and Japan. From the fourth
quarter "of 1976 to the fourth quarter of 1977, the volume of imports, declined
in five of the six major industrial countries, other than the United States. The
single exception was Germany, where imports in real terms increased about 3
percent. Meanwhile U.S. import volume rose 8% percent, as the U.S. economy €x-
panded vigorously. '

In the circumstances, the United States trade deficit increased and the trade
and current-account positions of other industrial countries moved to smaller
deficit or larger surplus.

In trying to understand the movement of exchange rates one can focus on the
U.S. deficit or on the surpluses of a few other industrial countries. Correspond-
ingly, one can focus on the downward movement of the dollar or on the upward
movement of other currencies.

While the trade-weighted average value of the dollar fell about 15 percent
from late September 1977 to late September 1978, the corresponding upward
movement of other currencies was far from uniform. Thus the effective exchange
rate of the French franc and the pound sterling were unchanged over the year.
The Italian lira fell more than 5 percent, while the Canadian dollar’s effective
exchange rate decreased about 20 percent. The average value of the German
mark increased only 6 percent. The really large appreciations in effective rates
corresponding to the U.S. dollar’s depreciation were in the Swiss frane, which
Tose more than 33 percent and the Japanese yen, which went up 28 percent.

It is no coincidence that, apart from one or two OPEC countries, Switzerland
and Jgpan are the countries with the largest current-account surpluses, relative
to their economic size. In the first half of this year, Japan’s current account sur-
plus was equal to 18 percent of its exports and Switzerland’s surplus was equal
to 21 percent of its exports. In the case of Germany, the current-account surplus
was less than 6 percent of exports. Thus it is not surprising that the yen and the
_SWl_ss franc rose so much more than the D-mark. And with these currencies ris-
ing in value, other currencies had to fall. One of those that fell was the U.S. dollar.
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Thus, Mr. Chairman, there is more than one way to look at the egchange r_ate
movement of the past year. This is a point that I have elaborated in an arthle
in The New Republic for November 11, a copy of which I should like to submit,
if I may.

The fyact is that it takes two to tango. Exchange rates reflect the interactions
among economies. Whether or not official intervention in the éxchange markets
will have an effect depends on the underlying economic relationship among coun-
tries. The November 1 action was justified and seems to have been successful be-
cause the underlying conditions were improving. Growth and imports have

" speeded up in Europe and Japan. Japan’s exports are falling and export orders
ir Switzerland are dropping off. The large surplus of these countries seem to
be on the downswing, just as the U.S. deficit is decreasing.

Thus I conclude with the view that stabilization operations in foreign ex-
change markets are futile when underlying conditions are not conducive to a
stabiliaztion or reversal of an exchange rate movement. But when underlying
conditions are pointing to a change and the market is ignoring these conditions,
official intervention can be justified.

[From the Journal of Commerce, Dec. 7, 1978)
SHOULD WE WELCOME A RECESSION?
(By Robert Solomon )

As the Federal Reserve has moved to tighten monetary policy further, economic
forecasters are assigning a higher probability to a recession in 1979. While these
forecasts are understandable, what is difficult to comprehend is the growing view
that a recession would be desirable.

“This opinion has been expressed most strongly in Wall Street and has brought
a rebuke from Federal Reserve Chairman Miller, who was quoted in the Wash-
ington Post as saying, “Wall Street may want a recession. You know, there is a
certain theory that you can wash it out, and then get a new buying base for
stocks and make a killing . . . as long as you're one of the insiders and know
how to do it. But I don’t think that’s good national policy.”

TO SLOW INFLATION?

Those who would welcome a recession presumably believe that it is the only
way to reduce the rate of inflation. It is useful, therefore, to examine what
happened in 1969-70, the last time we had a mild recession. (The experience of
1974-75 is not relevant, since it involved a reversal of the explosion in world
commodity prices and adjustment to the quadrupling of oil prices. Furthermore,
even the most masochistic of those who would welcome a recession are unlikely
to want to see one as deep as in 1974-75.)

The U.S. economy turned down in the latter part of 1969. Real GNP declined
at an annual rate of about 4 percent from the third quarter of 1969 to the second
quarter of 1970, unemployment rose from 3.6 to 5.2 percent, and then climbed
to 6 percent, where it remained throughout 1971.

What happened to prices and wages? It is true that consumer prices rose less
rapidly in 1970 than in 1969, but this was entirely the result of a slower advance
of food prices in 1970. Consumer prices other than food did not decelerate at all
during 1970.

Only in 1971, when the economy was expanding again and productivity speeded
up, did the price rise abate.

WAGE RATES CLIMB

Meanwhile, wage rates continued to increase through the recession without
slowdown. Average hourly earnings, adjusted for overtime and inter-industry
shifts of employment, remained stuck at a 6.6 percent increase in 1969-70 and
accelerated to 7 percent in 1971.

Thus, from the 1969-70 episode, there is no basis for looking to a mild recession
as a means of reducing the rate of inflation.

Furthermore, the other effects of a recession should be considered. A reduction
in aggregate demand, if not brought about by a slowdown in business outlays
for plant and equipment, would very likely induce such a slowdown.
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Yet there is a widespread belief that the nation needs a higher rate of business
investment to increase the capital stock and improve productivity.

The extent to which a recession would bring a reduction in interest rates
cannot be predicted with confidence, but every recession in the postwar period
has been accompanied by falling interest rates. This has occurred for two reasons:
a reduced demand for credit as spending by business and consumers fell and an
increased supply of funds as the Federal ‘Reserve acted to stimulate the economy.
It is highly unlikely that the Fed would not act in a similar manner in 1979
if a recession began. Indeed the Fed would be subject to severe criticism if
it did not combat a recession.

In these circumstances, the effect on exchange rates might turn out to be
different from what the recession advocates expect. The conventional wisdom
is that a slowdown in the U.S. economy, by improving the trade balance, would
strengthen the dollar. But if interest rates are falling here while they rise
abroad, capital outflows could outweigh the trade balance improvement and
put downward pressure on the dollar again.

Finally, the human effects of recession should not be ignored. Unemployment
would increase and, in an accordian-like manner, youth unemployment would
rise sharply. Those who have been most vocal about the medicinal effects of
recession are not among the ones in danger of losing their jobs.

The conclusion to which these considerations point is that the government’s
wage-price program is our best hope of reducing the rate of inflation. That pro-
gram should be supported by a fiscal and monetary stance that keeps aggregate
demand expanding in line with the economy’s growing potential. If this sounds
like fine tuning, it should be realized that those who favor a recession are, per-_
haps implicitly, counting on fine tuning to keep a mild recession from becoming
severe.

Chairman Miller’s public statements suggest that he agrees with the above
prescription for economic policy. One must hope that he can bring the Federal
Open Market Committee along. And, since President Carter has also rejected
the idea of a recession, he should face the implications for fiscal policy.

Whether the President’s budgetary aims are consistent with preventing a
recession cannot be dealt with here, but the question is worth asking.

[From the New Republic, Nov. 11, 19781
COURTING RECESSION T0 SPUR THE INEVITABLE DOLLAR BOUNCE

(By Robert Solomon)

It has been a steady and, to many people, a disconcerting refrain: “The dollar
hit record lows on European and Japanese money markets again today . ..” “The
price of gold went up again yesterday, as money traders continued selling dol-
lars . . .” “The Japanese yen and the German mark reached new highs against
the dollar today . . .” Ordinary citizens no doubt have been troubled by a seem-
ing collapse of their currency, and some of them may be wondering if it por-
tends a collapse of their economy or even of America’s leadership role in the
world. I would stress that a strong economy does not necessarily have a high
valued currency, nor does a strong currency always signify a strong economy.
The causes of the dollar’s decline are complex ; its effects are confusing and it is
not entirely clear what should be done about it. Yet dollar fluctuations are not
unprecedented : to the contrary, the rule in money trading seems to be that
whatever goes down must come up, and vice versa. By every indication of past
performance, it is now time for betting in favor of the dollar again, instead of
against it. In fact, we may have begun seeing the dollar bounce back before the
Carter administration intervened in international money markets last week.

To begin understanding what has been happening in foreign exchange mar-
kets, one should recall that since March 1973 the major currencies of the world
have been floating in relation to one another. In contrast to the exchange rate
system that prevailed from the end of World War II until 1973, governments
in the larger countries no longer fix their exchange rates and attempt to main-
tain them by buying and selling currencies. That earlier arrangement, the so-
called Bretton Woods system, came under increasing strain in the late 1960s and
early 1970s, giving rise to frequent international monetary crises.
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Following the abandonment of fixed exchange rates, the dollar went through
three cycles, each downward movement being followed by an upswing. Then,
for the two years from the autumn of 1975 to the autumn of 1977, the dollar was
quite stable as measured against an average of the currency values of the other
major industrial countries. And this stability was at a level slightly higher than
when floating started. Beginning in September 1977, another downswing got
under way and, except for a reversal in the spring of this year, it has continued
until the past week.

Just as the dollar has not been the victim of one steady, uninterrupted decline,
the extent of its drop has not been as great as news reports might indicate. An
exchange rate is the price of a currency in terms of other currencies. Since there
are as many currencies as there are nations, no clear-cut and unequivocal measure
exists of the value of any one currency. Should it be valued against all other
currencies, against those of the larger countries, or simply against the dollar?
The dollar, we should remember, is not just the currency of the United States
of America, but it is also a world money. 1t is held in reserve by other coun-
tries, and used as a standard of value of other currencies. Each day when the
newspapers tell us about a shift in the value of the dollar, they are also report-
ing on shifts in the value of other currencies—the German mark, the Japanese
yen, the French franc, ete.—measured in dollars. During the past year, the
dollar value of the Swiss franc has gone up about 50 percent, the yen, 45 percent,
the mark, 28 percent and the French franc, 17 percent.

This practice is misleading. Valuing the mark, the yen and the other cur-
rencies only in relation to the dollar exaggerates their upward movement and
the dollar's decline. Germany and Japan do not trade only with the Unitel
States, but with many other countries as well. To get a truer picture of the up-
ward movement of other currencies and the downward movement of the dollar,
it is necessary to take an average of the value of each currency against the cur-
rencies of at least its major trading partners.

By all measures, though, the value of the dollar has fallen in the past year.
According to a Federal Reserve weighted average, the dollar depreciated 16
percent from late September 1977 to mid-October 1978 against the currencies
of 10 industrial countries. These 10 countries account for about half of world
trade, and it’s important to note that the dollar’s decline against them has been
considerably smaller than the 50 percent or 45 percent recorded against the
Swiss franc and the yen. If the dollar is measured against all countries and not
just these 10, the depreciation over the last year is even smaller.

The causes of the dollar's depreciation are not easy to pin down. In fact, over

' the past year, public commentary has shifted from one cause to another. A year

ago, much stress was placed on American oil imports, which increased $10 billion
in 1977 and accounted for about one half of the enlargement of the US trade
deficit for that year. US oil imports are no longer increasing, and lately atten-
tion has focused on two other explanations for the dollar’s decline.

One is the difference in economic performance between the US and the other’
industrial countries. In 1977, recovery from the recession of 1975 faltered in
Europe and Japan, which are important markets for US exports. In fact, for a
while in 1977, industrial production was actually declining in these countries.

" Meanwhile, the American economy continued to expand at a vigorous pace. The

result was that the US “sucked in” imports faster than its trading partners took
in US exports. Now things are changing. It's expected that economic activity
will accelerate in Europe and Japan while it slows down somewhat here. This
should lead to faster expansion in US exports and a slower increase in imports.
In fact, this is already happening, as US trade statistics for recent months show.
But the contraction of the US trade deficit and of the broader measures of US
trasnactions, the balance on.current account—which includes not only mer-
chandise trade but purchases and sales of services, travel and income on foreign
investments—has not yet affected foreign exchange rates as one normally would
expect. Puzzingly, the dollar has continued to fall.

Currently, the most popular explanation for the continued decline of the dollar
has been the worensing of inflation in the United States. However, it is difficult
to believe that the small increase in US inflation could account for the very
large movement in the exchange rate between the dollar and the yen or the
dollar and the Swiss franc.

What does explain the movement? To understand it, we have to look not only
at what is happening in and to the US economy, but at what is happening abroad.
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Largely as a result of its slow economic expansion, Japan has developed an
enormous surplus in its trade and current account balances. Its imports have
increased slowly because of its sluggish economy. Its producers, facing slack
demand at home, have actively sought to sell abroad. As a result, Japan is ex-
pected to have a current account surplus of $15 or $20 billion this year. This
extraordinarily large surplus is not matched by an outflow of private capital
from Japan, and the result is an upward movement of the yen. Much the same
thing has happened in Switzerland and, on a smaller scale, in Germany.

We can conclude from this is that the dollar decline is only part of a larger
world currency story. In part, the decline is a reflection of upward pressures
on other currencies, just as the large trade deficit in the United States is
the counterpart of the large trade surpluses of those countries. Some of the under-
lying causes of the dollar decline, such as US inflation, reflect weaknesses in the
American economy, but others, such as lagging growth abroad, reflect compara-
tive US strength. In any event, perceptions of the trade deficit and inflation
have created expectations of a weak dollar, and in foreign exchange markets,
as in the stock market, expectations become self-fulfilling.

If the causes of the exchange rate movement are mixed, one result is certainly
bad for us: import prices have increased and have aggravated our inflation. And
not only are imports more expensive (not to mention travel in Japan and Europe),
but increases in prices of import commodities lead American producers of similar
items to raise their prices, too. There should be a brighter day coming, however.
A depreciated dollar, coupled with more rapid economic growth in Europe and
Japan, should result in increased US exports, correction of the US balance of pay-
ments deficit and stability for the dollar.

Sometimes it is said that the dollar’s decline has a depressive influence on other
economies by reducing their exports. But in fact, other countries have been relying
too heavily on exports and not enough on domestic consumption. This point ap-
pears to have been agreed upon at the recent annual meeting of the International
Monetary Fund in Washington. The prospect for more expansive policies in
Burope and Japan led to optimistic pronouncements at that meeting concerning a
reduction of international imbalances and a stabilization of exchange rates.

" There is every reason to expect that the dollar’s plunge will stop, but what

should we do to make sure? Apart from urging other countries to pursue sensible

(that, is to say, expansionist) policies, we ought to do things we should be doing

even if we didn’t have a dollar problem. That is, we ought to conserve energy and

we ought to deal with inflation. On both fronts, there has been some progress

recently. The energy bill passed by Congress probably isn’t all that it should be,.
but it is a start. Even before the bill was passed, US oil consumption had begun to

taper off. President Carter’s inflation program has opened to better reviews than

one might have expected, and one can only hope that it will succeed.

To the extent that world money traders lack confidence in the US energy pro-
- gram and the anti-inflation policy, they will continue betting for a while against
the dollar, and it will continue to fall. But this ean not and will not continue
indefinitely. The underlying realities of the world economy will take hold, and
those realities are that US energy consumption is slowing and US inflation is not
running out of control. Meanwhile, other economies are moving into higher gear.
The result will be a strengthening of the dollar, particularly against those few
currencies that have been moving up sharply.

If there is a single lesson in all this, it is that. it takes two to tango. The dollar
problem is not purely an American problem. It reflects the interaction between the
American economy and the economies of other countries. The leaders of other
countries may find it politically convenient to blame the United States for some of
their domestic problems, but unless they deal with their own problems—by im-
proving the domestic performance of'their own economies—the ven problem, the
mark problem and the Swiss franc problem will be prolonged. And for as long as it
lasts, it will continue to be labelled, incorrectly. as a dollar problem.

On November 1 the Federal Reserve and the Treasury. acting at the request of
the President, announced a series of measures designed to strengthen the dollar.
The Federal Reserve is increasing the discount rate and is imposing a supple-
mentary reserve requirement of two percent on large time deposits. The latter
measure will inhibit banks from issuing certificates of deposits, an important
source of funds for lending. Along with further increases in interest rates that
will result from the discount rate hike, this will tend to slow expansion of the
US economy. It would strengthen the dollar, but it could also cause recession in
the United States.
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The other measures include a step-up in the Treasury’s monthly gold sales to
1.5 billion ounces (about $4.3 billion per-year at the current price) and various
means of mobilizing foreign currencies. These steps are designed to persuade
money traders that the US government is prepared to intervene heavily, selling
gold and currencies, and buying dollars, to'increase the value of the dollar.

Two observations may be made about these actions. First, the dollar strength-
ened significantly on the day before the announcement. It may have come just as
the markets were turning around anyway. If that is so, little of the newly-
mobilized resources will have to be used. Second, the fundamentals set forth
earlier in this article still apply. Unless other countries’ economic polices are
directed toward reducing their large balance of payments surpluses, no amount
of intervention in foreign exchange markets by the United States will have a
lasting effect on exchange rates.

Representative Reuss. Thank you, Mr. Solomon.
Mr. Keyserling.

STATEMENT OF LEON H. KEYSERLING, PRESIDENT, CONFERENCE
ON ECONOMIC PROGRESS

Mr. KeyseruinG. Mr. Reuss and members of the subcommittee, first
of all, to the extent of propriety, I want to endorse the brilliant state-
ment appearing in the press today and made yesterday by the chair-
man of this subcommittee expressing at least some doubts about the
current program, which vindicates again my belief that among the
Members of the Congress he is one of the most perceptive economically
and economically wise and one of the most willing to express his views.

I have been knocking around here for 45 years, and I have been
knocked around quite a lot, and T would like to exercise restraint with
regard to the current program. I cannot do so because of the reckless.
and unrestrained nature of that program. It strikes havoc with the
American economy. not recognizing that the fundamental source of
the strength of the dollar is the strength of the economy of which the
dollar is but a medium of exchange.

It strikes havoc with our social purposes. It postpones indefinitely
some of our most important programs.

Now, to illustrate that in detail, let me give a few facts. I won’t
resume the President’s program, because it is familiar, but I have
computed the results of it. .

Taking the statements of the President and his advisers at face
value, the Secretary of the Treasury has recently stated that the pro-
gram will result and should result in an economic growth rate, real,
or 2 percent or less for a number of years ahead.

The President and other spokesmen have had ranges of between 3
and 3.5 percent. . :

The head of the Federal Reserve Board has said that it will take 5
to 8 years under this program to get price stability, and this supports
a deliberately contrived very low rate of real economic growth for
that purpose.

Now, let me estimate just what this costs. In the first place, in 1979
alone it will mean 1.1 million less man-woman-teenager-years of em-
ployment and half a million more of unemployment than if we pro-
ceeded with policies designed to accomplish the purposes of the Hum-
phrey-Hawkins legislation to reduce unemployment to 4 percent and
3 percent, respectively, in 1983.
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By 1983 it will result in 5 million less employed and 2.5 million more
unemployed than the appropriate program, the difference between the
employment and unemployment being due to higher growth rates un-
der conditions of high employment of the labor force.

Now, I would like to state that the current program merely repeats
almost precisely all of the mistakes which preceded the last five reces-
sions. It learns nothing. It does substantially the same thing again.
It will produce substantially the same results.

I would like to call very briefly your attention to my chart No. 3,
which illustrates that during 1953-78 we sacrificed $5.9 trillion of total
national production and 75 million man-woman-teenage-years of em-
ployment opportunity through trying to do substantially what is being
tried to do again.

On the next chart, which is No. 4, I compute the estimates for the
years ahead, coming to a difference of $818 billion of total national
production and almost 17 million man-woman- child-years of employ-
ment.

We cannot afford to do it. We should not do it. We cannot with-
stand the final cost. We cannot afford the effect on the Federal budget.
‘We cannot afford the danger of civil and civic unrest. )

Now I come specifically to some of the programs. The first is the
anti-inflation, tight money policy. I have a series of charts on that.

Those charts run through Nos. 9, 10, 11, and 12. Chart 9 shows ir-
refutably, and this is agreed to by most analysts, that there has been a
positive correlation between the tightening up of the money supply and
the movements toward stagnation, recession, and higher unemploy-
ment. I would say that most of the discussion of the inadequacy of the
growth in the money supply does not take account of the fact that the
growth rate does not allow properly for the general inflation, and even
Paul Samuelson has agreed with me and with others that, in order to
get an adequate expansion of the money supply, it has to take some
account of the general trends in the price level.

My next chart in that series, which is chart 10, details an entirely
intolerable situation. What it does, this chart shows that more than a
trillion and a half billion dollars have deliberately been transferred
by central bank policy from those who borrow to those who lend since
1952. :

hI do not need to portray either the economic or social significance of
that. .

It has more than counteracted many efforts in other ways to trans-
fer income to those who need help most, not only for social reasons,
but to the general benefit of the performance of the American economy.

This is a demoniac weapon, and I cannot understand now how any
reaigona,b].e people can condone or accept a further increase in this
policy. :

In the chart 11, T show that this policy is now costing more than $20
billion in the Federal budget alone in excess interest payments or about
40 percent of the total Federal deficit. This is advocated by the very
people who say that the Federal deficit is the main reason for the in-
flation of the American economy.

And in chart 12 1 show that the excess payments in the Federal
budget for interest rates in one year come to two or more times the
size of most of the vital domestic priority programs which we say we -
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cannot afford because the economy is going to slow, and it’s going too
slow in large measure because of what the Federal monetary policy
is doing.

Nexth come to a chart which is my chart 13, which shows very
briefly that, despite all the talk, most of the deficit in the Federal
budget is caused by the deficient performance in the American econ-
omy, and there is nothing I can forecast more confidently than that
the hammer blows being struck on the American economy by the cur-
rent program will not only make it impossible to balance the Federal
budget, but will also increase the Federal deficit rather than decrease
it. , .

Next I come to the tax policy which is related. I have here a review
in two charts numbered 14 and 15 of Federal tax policy for a great
number of years, and that consequence is to increase the disposable
income of those higher up tremendously more than those lower down,
and the 1978 tax program has doubled this in spades. In it also, the
increases in taxes are greater than the decreases,

This is bad for the economy as well as being inequitable. )

I come finally to the guidelines. When properly examined, the guide-
lines will result, if effectuated, in wage rate increases 2 or 3 percentage
points lower than the price rate increases. .

This means that in terms of the hammer blows upon the American
economy—a no-growth budget program, a repressive interest rate
program, a repressive tax program—is combined with a program
directed to two-thirds of all consumers who are two-thirds of the
whole economy, which would actually reduce the buying power of
their wages and, in fact, this has been the trend for 10 years in our
major industries. Charts 16 through 20 relate to this aspect of the
problem. :

Now, this is a weird witches’ brew compound of policies to direct
against the American economy.

Now, I have something here about -housing. Chart 24 shows the
terrific effect of rising interest rates upon the housing program.
Chart 23 shows the immense role of housing in the national economy,
and chart 25 shows, although it’s out of date, the impact of variable
interest rates upon the cost of housing and how every few percentage
increase in interest rates de-bars millions of families from housing
which it can afford and certainly the purchase of new housing. Charts
21 and 22 also relate to housing.

Fifnally, T come to the effect of the current program upon inflation
itself. .

Surely it would be a horrible thing, if this program were to accom-
plish its purposes, to think that we are a one-purpose Nation which
must defer indefinitely four or five or six of our greatest national
purposes in order to pursue this one alone at the cost of the others.
Surely we can find ways to prevent inflation and to protect the dollar
which do not do this.

But infinitely more important, this hammer blow struck upon the -
American economy will wreck the efforts to stabilize the dollar or
reduce inflation. _

The main reason is shown on my charts 6, 7, 8, and 9, which trace,
as I traced many times before for this committee, the interest cor-
relation between the rate of unemployment and the amount of price
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stability. It’s upside down. The Congress in the Humphrey-Hawkins
bill by overwhelming major repudiated the tradeoff. '

Arthur Burns at one time repudiated it. The President at one time
repudiated it. Economists no longer acknowledge it. Why do we go
in for it again and again and again, when it produces the same result—
more infiation, more unemployment, less attention to social needs, less
economic growth and unbalanced Federal budget?

Finally, I want to say this. I have a chart here—it’s chart 26—,
which traces the growth rates in the United States and Japan and
Germany, and some other countries. As we see, as to Germany and
Japan, their economic growth rates for a number of years have far
exceeded ours and they are our primary competitors. Can we afford
to signal to them that we are going to widen that gap by the deliberate
efforts of our Government, and how are we going to bolster confidence
in the dollar by signaling to these other countries that we are going
to increase unemployment, increase inflation-in terms of the real re-
sults, keep the Federal budget unbalanced and make a record in all
respects tremendously worse than theirs.

Now, I would just like to read a peroration of this problem of the
confidence of other nations.

hI am sorry to have gotten wound up, but I feel rather strongly about
this. - ' ‘

I do want to say, Mr. Reuss, that it’s a strange thing, in all due re-
spect to my colleagues and others, that we have become so confounded
and dismally near sighted that we talk only about one thing in
economics as if we can talk about exchange rates and money rates
and the value of the dollar, and not relate these inseparably to the
infinitely bigger question of what is happening to the American
economy, of which it is a part; or that we can cure these limited but
vit}:lal problems by neglecting and postponing treatment of all of the
others. ‘

So let me just conclude with what I say about the effect upon the
dollar. :

But the predominant reason why the current policy to reduce the
dollar will fail in the long run in my judgment is that they are based
upon a narrow and misguided explanation of why the dollar has be-
come so weak. - :

The overwhelmingly important reason why the dollar has become
so weak and our international balances so huge in terms of balances
of payments and international trade and services account is because
confidence in the American economy has been reduced by the poor per-
formance and poor prospects of the U.S. economy. '

What could be more disruptive of confidence in the currency of a
country than prolonged evidence that its national policies have learned
only how to prevent stagnation and inflation and have succeeded In
only coining a word which covers both, while making clear an inabil-
ity to remedy it, and instead now is sharpening up the weapons that
" produced both ?

It is high time we start listening to any commonsense person who
will point out to the economists that the real wealth and strength of
nations is what is happening to the growth of production, reduction
of unemployment, use of available potentials for real growth, the re-
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duction of shortages, the awareness of critical social and civil dangers
arising from not meeting the most basic needs of so large a part of our
population. '

What other civilized nation has tolerated for so long a rate of unem-
ployment as high as that in the United States?

There is no nation in the world so richly endowed as we are with a
potential for economic growth at home and fair competition with other
parts of the world, but as to the latter, what is more closely related to
the oversea attitude toward the dollar and what has been happening to
us as against other countries?

Would anyone have believed 10 or 15 years ago, before economists in
the public services seemed to have lost a part of their discernment, that
the United States would attempt to strengthen the oversea confidence
in its currency enduringly by deliberately and proudly announcing to
the rest of the world that 1t’s going to widen the gap between its funda- .
mental economic performance and its prime competitors and court a
sixth economic recession since 1953 which the rest of the world fears
more than all else? '

Let me just say that one of the most corrosive effects upon confidence
at home and overseas is the flagrant violation and disregard by the
administration as of now of an act, the Humphrey-Hawkins Act, passed
by a majority of 100 in the House of Representatives, by a division of
4’to-1 in the Senate, signed by the President with promises to perform
it, and now every element, every element in the current program 18
directly in violation of that act, and more importantly, in violation of
the great lessons of experience which we have learned during 25 years
in the laboratory of the American economy.

Thank you very much.

[The prepared statement of Mr. Keyserling, together with the charts
referred to, follows:]

PREPARED STATEMENT OF LEoN H. KEYSERLING®

Domestic and Other Implications of Dollar Rescue Operations

Mr. Chairman and members of the subcommittee, 1 appreciate this oppor-
tunity to appear before you, and by your request will concentrate upon the
domestic effects of the dollar rescue operations, although I shall also have some-
thing to say about the impact of these domestic effects upon the dollar rescue
operation itself. :

Reluctance to criticize President’s policies ; but these policies need change

It will not take the Committee long to discover that what I shall say is in
sharp disagreement with what you have been hearing from representatives of
the Administration, and therefore is in sharp disagreement with policies recently
announced by the President of the United States. I particularly regret my criti-
cisms of President Carter’s recent decisions in the matter of such grave domestic
and international significance. These regrets are not because I am a Democrat
and served for'twenty years in Democratic Administrations, but rather because
that very service made me keenly aware of a President’s unique responsibilities
and unequaled access to relevant information. This awareness warns me against
censuring any President’s policies lightly. Moreover, having worked very exten-
sively with two of the eight Presidents since I entered the Government in early
1933, helped at times two of the others through direct contacts, and carefully
observed the actions of the other four, I have reached the conclusion that Presi-
dent Carter is well above the average of the seven other Presidents in intellec-

I Chairman, Council of Economic Advisers under President Truman. President, Con-
ference on Economic Progress.
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tual range, and the equal of any in the firmness of his determination to do what
is best for our country and in willingness to change his policies when he becomes
convinced that they need change.

I do believe that President Carter’s economic policies now need drastic change,
and I believe it to be the moral responsibility of those who have worked and
studied in this area to the degree I have to speak out fully and frankly. I could
not substitute another President for Jimmy Carter now if I wanted tv, and as
of now I would not want to if I could. But I have learned from much experience
that no President can be really expert about all of the complex problems con-
fronting him, and therefore his views and his actions must be shaped greatly by
what his advisors tell him. I think that President Carter needs very much to
change some of his economic advisers who are not limited to the Council of
Economic Advisers. I submit that it would be good both for the President and
the public if there are not so many economic advisers at top levels, competing
with one another and confusing the public if not the President. And there are
some outside the Government whose advice would be useful.

My conclusions in summary

To capsule what I shall say, I am firmly convinced that the dollar rescue
operation in the form thus far announced will have very serious adverse effects
upon our domestic economy, and maybe even devastating effects. These effects
include a severe further decline in the real economic growth rate below levels
which have already trended far too low, including what I regard as large pros-
pects of another absolute recession; large increases in unemployment ahove
levels which have been intolerably high for a long time, and still are ; intensified
rather than decreased pressures upon rates of inflation which have also been
intolerably high for a long time, and still are; further costly consequences
through further inexcusable neglect of great domestic national priorities, both
economic and social; and large adverse impacts upon attempts to move toward
a balanced Federal Budget. I further submit, and will endeavor to demonstrate,
that these terribly adverse effects upon the domestic economy will work in the
long run against improving the position of the dollar overseas, because the
strength of the dollar depends ultimately and in the long run upon the funda-
mental performance of the U.S. economy as I shall shortly define it and the
degree of confidence or lack of confidence which this generates overseas.

And I further submit, as a matter of prime interest to the Congress at large

* and especially to the Joint Economic Committee, that the program in its current

form to protect the dollar is clearly and sharply in conflict with the mandates and
objectives of the Humphrey-Hawkins Full Employment and Balanced Growth
Act of 1978. This Act was recently approved by both Houses of the Congress by
tremendous majorities, and thereafter signed by the President with a declaration
of his intent to labor constantly to fulfill its purposes. More on this, later on in
my testimony.

The real source of our ecénomic 8trength and progress is not price stability alone

The towering and almost inexplicable error in the current program to protect
the dollar by obsessive preoccupation with reducing price inflation as the allegedly
main cause of the weakness of the dollar is abundantly clear. The error fails to
recognize a core proposition, the acceptance of which is dictated by all sound
reasoning and all empirical evidence. This core proposition is that the reasonably
full use of our resources for the increased production of goods and services in
accord with our full potentials, reasonable attention to our great domestic prior-
ities, the adequate servicing of human needs, and the doing of social justice are
the indispensible and foundational requirements for building and maximizing
our economic strength and security and successes on all fronts, both at home and
overseas. The egregious losses suffered through huge and constant departures
from fulfilment of these purposes incalculably outweigh any other benefits
alleged—1I believe incorrectly—to result with respect to other purposes, important
though these are.

To be sure, the attainment of reasonable price stability as soon as feasible
is an essential objective of national economic policy. But efforts recurrently
during a quarter century, and especially during the past ten years and now, to
reduce inflation by stunting and misdirecting the fundamental performance of .
the American economy as defined above has resulted only in a chronic increase in
the rate of inflation which is still continuing. This has now been recognized by
the Humphrey-Hawkins legislation and by powerful statements on the Senate and
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House floors by leading members of both political parties in support of this
legislation.

Even more important, and almost entirely overlooked in the current economic
discourse at high levels of the Administration and elsewhere, price movements in,
themselves are not ultimate purposes or ends in our economic system or in our
national values. Prices are but one of a number of means of allocating resources
and incomes in a balanced manner conducive to achievement of these ultimate
purposes or in an imbalanced manner inimical to this achievement. And neither
a rising nor a stable nor a falling price level works per se and automatically in
favor of or against this balanced allocation of resources and incomes. During
1922-1929, a remarkably stable price level did not prevent growing maladjust-
ments in the economy which brought on the Great Crash. Although prices
remained stable, productivity increases and the profits which they yielded were
translated excessively into investment which increased production capabilities.
But in other major sectors, the wages, farm income, other consumer income and
public outlays which support ultimate demand lagged very greatly. During the
years of the Great Depression, a sharply falling price level, with wheat falling
to 25 cents a bushel, and labor obtainable at 50 cents a day, did not cure anything.
The dollar was worth more during the early 1930s than at any time since, but the
well-being and productivity of the American economy were becoming less and less
in the course of the greatest economic debacle in modern history. From 1933 to
1937 at least, a sharp reflation of prices was an essential element in a very strong
economic recovery. Prior to the recessions of 1953 and 1957-1958, the second one
being quite serious, there was reasonable price stability. On the other hand, during
1947-1953, and during 1961-1966, very strong economic performances were accom-
panied by and indeed facilitated reasonable price stability. Since then, in the
main, we have experienced on the average an abysmally low fundamental eco-
nomic performance accompanied by intensification of price inflation. These exam-
ples could be multiplied, but they demonstrate more than adequately the lack of
end in itself, while failing to evaluate price movements in the larger framework
of their impact upon the allocation of resources and incomes and upon economic
balance, and thus upon the ultimate economic and social purposes which I have
defined. Yet the Administration’s obsessionary preoccupation with price trends
is now mounting, with increasing neglect of the larger problems of which trends
are only one. And the course is really inflationary, not anti-inflationary.

The glaring failure to achieve our fundamental economic and social purposes

Coming now to the empirical and documentary evidence in support of what 1
‘bave said. It is necessary first of all to depict the almost unbelievably high costs
and hardships resulting from the failure of national eéconomic policies to assume
their appropriate role in helping to achieve and maintain an acceptable funda-
mental economic performance as I have defined it, and as it is defined in the
Employment Act of 1946 and now in the Humphrey-Hawkins legislation of 1978.
And in order to stress the evil of so much attention to the so-called emergencies
or crises of the moment while overlooking longer range and systematic difficulties
which also have been primary causes of the so-called emergencies including the
dollar crisis, we must view the situation in a meaningful long-term perspective..

* We will never get anything straightened out by acting from month to month or
even from year to year, because the American economy, like Rome, was not
built in a day. .

As my Chart 1 depicts, the roller-coaster performance of the U.S. economy
since 1953 to date, with respect to the real rate of economic growth which is
fundamental to all else, has been shocking and inexcusable. Compared with an
average annual real economic growth rate ranging from 4.6 percent to 6.5 per-
cent during periods when we were doing well, the average annual rate was only
3.3 percent from 1953 through 1978, and only 2.8 percent from 1989 through 1978.
The real growth rate was only 3.9 percent from 1977 to 1978. And today, the
Administration and the Federal Reserve are contriving economic policies in the
name of protecting the dollar which, according to their own estimates, will re-
duce the rate of real economic growth to somewhere between 2.5 percent and
3.5 percent during the year ahead, will lift the rate of unemployment substan-
tially, will set aside efforts to service better the great domestic priorities, and will
run very serious risks of a sixth recession since 1953 which could be more severe
than the most recent one if the trends over the past five recessions continue. I
share the general thrust of these estimates within official circles, although my own
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appraisal is even more pessimistic. But I reject entirely the current dollar rescue
policies which are likely to translate these gloomy estimates into reality.

To take into account the human factor, and as an index of overall costs which
go beyond unemployment and cover every sector of the economy, my Chart 2
depicts the levels of officially recorded and full-time unemployment from 1953
through 1978. The chart also depicts the unequal distribution of the unemploy-
ment burden among various groups, a situation fraught with horrible social
costs and menacing civil dangers.

I8 just avoiding a recession good enough?

The Administration is now confessedly contriving a further slowdown in a
very low rate of real economic growth and a large rise in unemployment. Mean-
while, the Administration appears to derive satisfaction from its claim that an
absolute recession is unlikely. This assurance may well turn out to be unwar-
ranted, for every serious slowdown in real economic growth and rise in unem-
ployment since 1953 have ended up in absolute recession. But even if this assur-
ance were correct, what a pitiful appraisal this is of the real needs and powers
of the American economy and its people. It is not within a million miles of good
enough for the American economy to achieve an average annual rate of real
economic growth of only 2.8 percent during 1969-1978, when somewhere be-
tween 4 and 5 percent would have been optimum and practical. As my Chart 3
shows, an average rate of real economic growth of only 3.3 percent during 1953
1978 caused us to forfeit, on a conservatively estimated basis, more than 5.9
trillion 1977 dollars worth of total national production, and to suffer more than
76 million man- woman- and teenager- years of unemployment in excess of the
amount of unemployment consistent with reasonably full employment. If these
dismal trends continue, as they are more than likely to do in the face of the
current complex of national economic policies (and in accord with the current
economic growth rate forecasts of some spokesmen for the Administration and
of many other economists and analysts), my Chart 4 contains my own projections
that, during 1979-1983 inclusive, we would forfeit another 818 billion 1977 dollars
worth of total national production, and have about 16.7 million man- woman- and
teenager-years of excessive production. In 1969, employment would be
1.1 million lower and unemployment 0.5 million higher under the low economic
growth rate than under the high, and in 1983 employment would be 5 million
lower and unemployment 2.5 million higher.? My low projections involve a 3.2
percent average annual real growth rate; the Treasury Secretary last week
suggested as low as 2 percent. My high projection is at the 5.5 percent real growth
rate needed to reach the 1983 goals of the Humphrey-Hawkins Act.

These production and employment forfeitures do not tell the full story of their
ramifying effects throughout the economic and social structure. Among other
things, the total national production forfeitures during the past quarter century
have meant forfeiture of about a trillion and a quarter 1977 dollars in Federal
and State and local revenues at actual tax rates. Thus, the financial plight of the
cities, and the shortchanging of every major human and social purpose which
depends largely upon public outlays or upon an admixture of public and private
outlays. And thus the current claim that this shortchanging must continue as
the only way of reducing inflation and protecting the dollar. What a distortion
of values this claim involves. What a lack of understanding of how our American
economy really works is involved in unawareness that the neglect to date of these
priority purposes has been a major factor in the poor overall economic perform-
ance, and if continued will make impossible the movement to full economic re-
covery which we so much need. And how astigmatic are those who do not see
that the selective shortages caused by some of these neglects have caused some of
the most extreme instances of price inflation.

Yet Federal Reserve Board Chairman Miller joins the Administration in tho
“comforting” assumption that we will not have another absolute recession. What
an intelligent and heart-warming assurance that would be, even if one could
accept it at its face value. These comforters in our midst are like the proud
parents who are delighted that their child is not foing to be demoted from the
sixth grade to the fifth, instead of worrying that the child is getting very bad
marks in the sixth grade and is likely to take two years to reach the seventh. Mr.
Miller goes even further than that. In a speech on December 6, he estimated that

2 The differences in employment and unemployment are not the same because of dif-
ferences in labor force growth under the two projections.
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it would take five to eight years to restore an acceptable degree of price stability,
and that consequently we should plunk for several more years of sharply reduced
rgal economic growth and rises in unemployment. How much unemployment by
19817

To depicit what we should be starting now to achieve, in vivid contrast with
where we are now heading, my Chart 5 depicts goals for various sectors of the
economy consistent with reducing officially reported unemployment to 5.6 percent
for 1979, and to 3 percent for adults and 4 percent overall by mid-1983 in accord
with the goals of the Full Employment and Balanced Growth Act of 1978. The
contrast between these feasible goals and where current national policies in
defense of the dollar are now heading us is truly appalling.

The program to rescue the dollar by repressing a forward economic movement
il not restrain inflation

As I have already stated, the obsessionary preoccupation with price trends as
the top priority of national economic policy would be wrong even if it worked to
trade off less unemployment to get more price stability, because price trends are
not an end in themselves, and because marginal differences in the rate of infla-
tion would not justify sacrifices in production and jobs of the magnitudes which
I have already depicted. But this consideration may be of relatively slight signifi-
cance, because by now the empirical evidence has become compelling that abnor-
mally low growth or recessions and higher unemployment bring more inflation, T
have been making this evidence available for so long and so many times to this
Committee and other Committees of the Congress, as well as elsewhere, that it
would seem improper to go extensively into the matter at length again today.
But I do call attention to my Chart 6, which summarizes the empirical evidencc
all the way from 1947 through 1978. And my Chart 7 adds to the empirical evi-
dence by dealing more definitively with the more recent experience. This chart
indicates that the highest rate of inflation since the Civil War was accompanied
by the most severe economic downturn since the Great Depression; that price
inflation decreased by extraordinary amounts when the rate of real economic
growth was extraordinarily high from the fourth quarter of 1975 to the first
quarter of 1976 ; and that the great slowdown in the rate of real economic growth
from the fourth quarter of 1977 to the fourth quarter of 1978 was marked by
a rate of price inflation coming again close to double digit levels with respect to
consumer prices.

I will not deal at length with the many reasons why a stunted economy
generates more price inflation. These include the scarcities created, the tendence
in the administered price areas to raise prices faster when the volume of business
is disappointing, and the rising per unit costs of production due to a declining
or negative rate of productivity growth when plant underutilization is very
high. There is great concern now about how to increase the rate of productivity
growth, but most of the talk and measures directed toward this end are mis-
nlaced and in some cases damaging because they ignore the empirical evidence.
The plain fact, as demonstrated by my Chart 8, is that preductivity growth in the
private economy is high and tends to accelerate on a secular basis when resources
are reasonably well used. and tends to reduce greatly or become negative when
the opposite is the case. Moreover, as shown by the period from fourth quarter
1977 to fourth quarter 1978, the imnact of excessive underutilization of resources
‘over a very long period of time continues to operate against productivity growth
even when in absolute terms the economy is moving upward but much too slowly
and is still nowhere near reasonably full resource use. It we made the sueccessful
efforts we ought to be making to hring the economy bhack to reasonably full
resource use, we could well afford to forget about most of the spurious efforts
to increase productivity while applying economic policies which continue to
militate against it.

Detailed analysis of how: the dollar-protection program will gravely injure the
domestic economy : and tight money and rising interest rates come first

T come now to a more detailed descrintion of the Administration’s policies to
nrotect the dollar. The main elements in these nolicies mav he stated quickly.
They include Administration acquiescence in and encouragement of a repressive
and regressive Federal Reserve nolicy of tightening un money and driving in-
terest rates up to near record levels which may soon he reached or surpassed;
a fiscal policy of no growth in the Federal Budget. accompanied by at least ap-
proval of repressive tax legislation on net balance. including regressive tax
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reduction for the wrong recipients at the wrong time; an attempt to balance
the Federal Budget at the expense of the national economy and the great national
priorities of economic and social needs; and a price-wage guidelines policy
which becomes more repugnant the harder one tries to understand it.

The absolutely indefensible policies of the Federal Reserve have been in effect
since the Federal Reserve-Treasury accord of 1951-1952, have accelerated with a
vengeance during the more recent years, and have become fantastic during the
most recent months. These FRB policies have been and still are a main factor
in the abnormally low rate of real economic growth with all of the inseparable
evils and costs occasioned thereby.

My Chart 9 indicates the general though not entirely uniform positive correla-
tion between the tightening up of the non-Federally held money supply and the
advent of the reduced rates of real economic growth and then the recessions. The
inadequate expansion of the money supply to support healthy economic expansion
is grossly understated because no allowance is made (on my chart or elsewhere)
for the rate of general inflation. For example, if the growth rate in the money
supply from the fourth quarter of 1977 to the fourth quarter of 1978 took account
of the rate of general inflation of 9.2 percent during the same period, it would
become clear that the real growth rate in the money supply was negative when
it needed to increase greatly to support an appropriate rate of real economic
growth. The same chart fortifies the earlier stated conclusion that deficient
economic growth and high disutilization of productive resources are highly
inflationary. Thus comes a cropper the claims of the Federal Reserve that its
monetary policies restrain inflation ; they do just the reverse. ’

There are other reasons, almost completely ignored in examination of the
problem, why rapidly rising interest rates are inflationary. Interest rates are
a cost like all other costs, and increases in interest rates are transferred and
pyramided throughout the whole economic structure. My Chart 10 portrays the
rise in computed average interest rates on the total public and private debt during
the 17 years 1952-1978 inclusive, and also portrays the increases in interest costs
on the private debt, the State and local debt, and the Federal public debt. The
bottom half of this chart translates the percentage rate increases in interest
costs into dollar figures. Thus, during the period as a whole, more than 1.5
trillion dollars in the form of increased interest costs have been transferred by
national monetary policy from borrowers to lenders. This is intolerable in social
terms. And, as will be disclosed, it is highly detrimental to balanced economic
development and conducive to the abnormally low average annual rate of real
economic growth and the recurrent recessions.

The inordinate increase in the interest rates on the private debt has borne
down with tragic severity upon private borrowers in the lower half of the income
structure. It does much to explain the increase in the total inflationary burden
borne by these groups and the dangerous increase in the expansion of the credit
burden imposed upon them. The increases in the interest costs imposed upon
the Federal Budget explain a major portion of the Federal deficit, even with-
out allowing for the part of the Federal deficit stemming from abnormally low
growth and very high unemployment. It appears strange that those who look
upon the Federal deficit as a major cause of inflation favor monetary policies
which have done so much to increase the Federal deficit.

My Chart 11 compares the excessive interest costs in the Federal Budget with
outlays for high priority Federal programs, looking at both the annual averages
during 1965-1978 and the figures for 1978 alone. In calendar 1978 alone, the
excessive interest costs in the Federal Budget, hurtful in all economic respects
as indicated above, came to somewhere in the neighborhood of one-half or more
of the total Federal deficit for that period. Again for calendar 1978, the excess
costs in the Federal Budget came to immensely more than Federal Budget out-
lays for education or housing and community development or manpower programs
for fiscal 1979. Yet the Administration, which is claiming that we must cut back
on these vital programs because we “cannot afford them,” is encouraging huge
further increases in the interest costs imposed upon the Federal Budget.

And my Chart 12 portrays the impact of the rising interest costs upon American
families and individuals, and also portrays how a very small fraction of these
increased interest costs could be used to wipe out poverty in the U.S. In short,
recent, current and prospective monetary policies are economically destructive
and socially infamous.



79

The “no growth” Federal budget policy is highly damaging to the domestic
economy

The iniquitous Federal Reserve policies are accompanied in the current pro-
gram to protect the dollar by a “no growth” Budget policy, except for national
defense. Coupled with the repressive effects of the monetary policy and the tax
and wage-price guideline policies subsequently to be discussed, the “no growth”
Budget policy puts the stamp of certainty upon a further decline in real economic
growth and increases the probability of another severe recession. More impor-
tantly, the “no growth” Keaeral Budget policy unconscionably assumes that
meeting the real human and social needs of the American people is postponable
and is of lower priority than protecting the dollar overseas. Actually, there is no
real dichtotomy between economic error and social error in the context of the
American economy. Proper investment in the human and social programs is an
integral aspect of the task of restoring the American economy to full economic
health. And quite apart from the obvious fallacy of trying to balance the Federal
Budget at the expense of even minimally-adequate human services, the effort to
balance the Federal Budget by policies which will hurt the American economic
performance is hard to understand when it is so clear that the blood of adequate
Federal revenues cannot be squeezed from the turnip of a stunted economy. As
my Chart 13 shows, the increases in the Federal deficit from 1947 through 1978
have been almost entirely in consequence of mounting deficiencies in gross na-
tional product and in economic activity when measured against our potentials.

1t is hard indeed to argue that the repeated tax cuts from 1945 to date com-
pensate for the repressive nature of the other policies described above. For these
personal tax cuts, on net balance, have greatly favored those in the higher ranges
of the economic structure at the expense of those lower down. This is demon-
strated by my Charts 14 and 15 which measure correctly the impact of these
tax cuts, not by the differing percentages in tax cuts at various income levels
but by the differing percentages of gains in after tax income. It is a matter of
common knowledge that the 1978 tax cuts were far worse in this regard than
the earlier tax cuts.

Further, the 1978 tax cuts impel a commentary upon the curious inconsisten-
cies, planlessness, and improvisations in the Administration’s economic policies.
To illustrate, the tax recommendations which the President sent to the Congress
were clearly for large tax reductions although of a different nature from those
subsequently enacted, and the President did sign the tax bill which the Congress
approved. If the tax bill as signed is regarded as a measuré to provide large -
stimulation to the economy, it does not do this because the repressive increases
in the social security taxes outweigh the stimulative decreases in other taxes, and
doubly so in view of the regressive distribution of the latter. And if the tax bill
were in fact well-designed to stimulate the economy greatly, it would be in
irreconcilable conflict with dollar protection policies (initiated so shortly after
the President signed the tax bill) designed avowedly to restrain the economy.

Public spending versus tax reduction, and private spending versus public spending

Beyond what has just been said, the combination of a veritable orgy of tax
reduction over the years with an increasing animadversion to public spending
hardly makes any sense at all. If the objective is to stimulate the economy, even
the more conservative of responsible studies have found that each dollar of
additional public spending adds more to employment and business activity, and
is therefore less costly to the Federal Government, than each dollar of tax re-
duction. If the great priorities of domestic needs in such fields as mass trans-
portation, energy expansion, urban revitalization, and health, housing, and
education are to be well served, it must be obvious that each dollar of intelligently
programmed public investment, including marginal assistance to private invest-
ment, must be immensely more efficient than tax reductions handed down for
everybody to spend or not to spend as they please.

The argument is also advanced that tax reduction serves better than increased
public spending to honor the principle that private employment is preferable to
public employment. This overlooks the fact that well-engineered increases in
public outlays add far more to private employment than badly designed
or even well-designed tax reductions. More important, the whole trend
toward the notion that, despite technological trends, private employment almost
alone can solve the unemployment problem, or the notion that any private em-
ployment is preferable to any public employment, or the notion now voiced by
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many at very high levels to the effect that public employment is intrinsically
undesirable—these are all notions which would bring about the demise of in-
telligent or humane national economic and social policies if these notions were
permitted to grow from disturbing snowballs into blinding snowstorms. A portion
of the Administration’s program to defend the dollar by cutting back severely
on public service jobs is a good illustration of what is now happening. Many
other examples include what is happening to proposed welfare reform and health
insurance programs.

Unfortunately, the “no growth” Budget aspects of the policies to defend the
dollar have forgotten that the primary purpose of the Federal Budget is not to
protect private enterprise nor to balance the Budget, nor even to stabilize the
economy. These purposes are valid in degree. But the primary purpose of the
-Federal Budget is to accomplish what Lincoln meant when he said that the
functionh of Government is to do for the people what they need to have done or
cannot do so well in their separate or individual capacities.

The wage-price guidelines to protect the dollar, if effectuated, would be highly
damaging to the U.S. economy

In some ways, the most important element in the Administration’s program to
protect the dollar are the wage-price guidelines and, unless they are drastically
altered, one can only hope that they will not become effective because their effect-
tive use would strike hammer blows at the economy and do much injustice be-
sides. The guidelines provide for about a 6.5 percent increase in prices, with de-
tails too complex to discuss here today. Suffice it to say that the average actual
increase in prices would tend to be at least as high as the guideline figures in the
absense of adequate policing. Further, ‘it is unparalleled to set a guideline for
price increases of 6.5 percent, piled on top of all the price increases we have had
already. Eeffective price controls during World War II were based upon the im-
mediate objective of reasonable price stability, with some exceptions to iron out
inequities and lags in the structure. The price controls during the Korean War,
after the Chinese entry therein produced double digit inflation, were also aimed
at price stability and price increases averaged only one percent in 1952 and 0.8
percent in 1953. Price stability cannot be accomplished by giving Government ap-
proval to high price inflation.

Meanwhile, the wage guidelines provide for average wage rate increases of 7.0
percent. But allowing for the fact that a large majority of the employed labor

. force would not achieve anything approximating these rates of wage increase,
and noting also that the 7.0 percent figure includes fringe benefits which do not
add to immediate purchases, the net effect if the guidelines were effective would
be average spending-orientated wage rate increases of 3-4 percent, contrasted with
average price increases of 6.5 percent or higher. Thus, on top of the fact that
average weekly earnings in all nonagricultural establishments were lower in real
terms in October 1978 than in 1969, such guidelines would mean a progressively
larger decline in the real purchasing power of average wage rates, Combining this
with the increase in unemployment which the Administration expects; wage pur-
chasing power and consumer purchasing power in general would fall progressive-
ly short of the minimum requirements for the rate of economic progress required
to restore our economic health. In these connections, my Charts 16, 17, and 18
depict the growing deficiencies in consumer spending, based upon an inadequate
incomse growth, including adverse trends in wages and salaries.

The Administration’s price-wage guidelines are therefore grossly unfair. Far
more important than any abstract concept of fairness, however, the price-wage
guidelines are based upon the indefensible assumption that excessive wage rate
gains have been the major cause of inflation. and that holding back wage rate
gainsis the central weapon against inflation. But it is'generally admitted that real
wage rate gains should approximate productivity gains in the private economy.
and my Chart 19 shows that just the opposite has been the general rule. Since 1960,
and especially during 1977-1978 this has been startlingly true in manufacturing,
where the greatest hue and cry has arisen with respect to “excessive” wage rate
gains, .

To be sure, wage rate gains have exceeded productivity gains in the total private
non-farm economy (but not in manufacturing) when the rate of real economic
growth has averaged seriously low and when unused plant capacity has been ex-
tremely high, this being one reason as stated above for inflation quring these
periods. But any attempt to reduce real wage rate gains to make them comparable
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with a serlously deficient economic performance would manifestly worsen the
entire ‘economic performance all along the line, and this criticism is doubly ap-
plicable to the Administration’s current attempt to encourage large real wage
rate losses in the private economy even while profits have been soaring, as will be
discussed below. And even if the wage rate gains needed to play their part in
satisfactory economic recovery were to cut profits, even that cut should be borne
for a while in the longer range interest of business, or the Government should find
other ways of supplementing the ability of business to pay the needed wage
. increases.

That the Administration is considering asking for postponement of minimum
wage rate increases scheduled for January next is another indication of upside-
down thinking on the whole wage problem.

The real causes of low growth end recessions are enlarged by the current policies
to protect the dollar

The Administration’s highly repressive approach to wage rates, coupled with
the repressive monetary and fiscal policies described above, are virtually im-
pervious to the real troubles of the American economy and the real causes of the
five previous recessions. The dominant cause of these five previous recessions has
been that investment in the plant and equipment which add to production capabili-
ties has raced ahead very much faster than the ultimate demand represented by
private consumer expenditures and public outlays combined, and the regressive
tax reductions abetted this racing ahead. When. for these reasons, the so-called
‘boom” periods moved into stagnation and then recession, investment was cut
back very sharply. And the combination of this with the larger and more enduring
deficiencies in ultimate demand brought on the manifold troubles which ensued.
My Chart 20 depicts this entire process very clearly, and yet those who refuse to
learn from experience are doing all of the same things again with the same likely
results.

The avoidance of proper treatment of the housing problem

There is only one additional aspect of the gaps and deficiences in national
economic policies which I wish to discuss because of its immense importance. This
is the complete failure to recognize the role of housing in the national economy,
both as to home construction and home occupancy. This chroniec Federal derelic-
tion, evidenced again by current and proposed cutbacks in the HUD program and
also by the soaring interest rate policy, has been both inflationary and severely
damaging to our overall economic performance and attention to social needs.

As shown by my Chart 21, home construction represents a feast and famine
situation. At times as in 1972 and to a lesser extent in 1977 and 1978, the con-
struction of homes for those mostly in the upper portions of the income structure
has seemed on the surface to represent a satisfactory overall performance. But
as these particular markets have become saturated, this plus the sorely deficient
production of homes for those lower down in the income structure has brought
on the recurrent famines. Indeed, for the period 1969-1978 as a whole the average
annual production of homes was more than 200 thousand less than in 1952,
despite very large increases in population, extensive population shifts, large
increases in substandard or unsatisfactory housing, and recurrent overcrowding
in some important locations. The average annual production of homes during
1969-1978 was only 1.749 million, contrasted with estimates made by the Gov-
ernment itself that the average should have heen 2.2 million during 1970-1980
inclusive. Allowing for the cumulative deficiencies over the years, I-now estimate
that we need almost 8 million homes a year on the annual average during 1979
1983 to meet real housing needs and to exert the needed role of home con-
struction in halanced economic growth at the rates needed to reduce unemploy-
ment to 4 percent by 1983 in accord with the Humphrey-Hawkins legislation.
Correspondingly, my Chart 22 reveals that the rate of unemployment in contract
construction usually has run about twice as high as the overall unemployment
rate, and even now is running about 50 percent higher.

I have also attempted to estimate (in a study to which I devoted about a
vear’s time) the impacts of the deficits in residential and commercial construec-
tion upon the general economy. My Chart 23 sets forth the results of this study,
indicating among other things that the combined deficit during 1953-1976 (I
have not yet been able to bring this study up to date) directly accounted for
G.N.P. forfeitures of almost one-fifth of the total national production forfeitures
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during this perfod, with correlative losses in employment opportunity, Federal
revenues, and State and local property tax collections.

The most important single factor in making satisfactory housing unavailable
to scores of millions of families, or available only at costs so inflationary that
they have deprived these families of other necessities or caused them to go
excessively into debt, have been and still are the perverse policies of the Fed-
eral Reserve. As shown on my Chart 24, the average interest rates on new home
mortgages rose from about 4.3 percent in 1952 to 9.54 percent in 1978, or far
more than a doubling of the rate. The percentage increase in average interest
rates on new home mortgages over the same period of time was 122.4 percent. -
In the comprehensive housing study to which I have already referred, I esti-
mated the impact of various interest rates upon home owners at various income
levels, and the extent to which excessively high and rising interest rates worked
so adversely. The results are shown on my Chart 25. This exercise is very re-
vealing, even though the results would be enormously worse if the chart was
brought up to date by using a 10 percent instead of a 6 percent interest rate
and by taking care of changes in the income structure since 1974.

Again T state that a national policy which so grievously omits proper atten-
tion to the housing problem cannot be regarded as responsible or mature with
respect to education, health, or other great national and economic social priori-
ties set forth in the Humphrey-Hawkins Act.

Discussion of other questions posed by subcommittee chairman

In a letter to me dated November 28, the subcommittee chairman noted that
rising interest rates have not thus far caused the usual crunch in the housing
market, and asked whether if this continues (unlike earlier periods of credit
tightening) the result would be a slowing of expenditures for capital formation
more sharply than before. :

As my above discussion of the housing problem reveals, excessively high in-
terest rates have been seriously reducing home construction with great damage to
the economy for a long number of years, and this is not gainsaid in the slightest
by the observation that housing construction has been at a high rate (it ought
to have been still higher) in 1978. Second, as interest rates are considerably
higher now than during 1978 as .a whole, as it takes a while for increases in
interest rates to impact upon home construction, and as interest rates may well
go still higher than they are now (the Administration and the Federal Reserve
appear inclined in this direction), I agree with many other analysts that home
construction will be very much lower in 1979 than in 1978. The usual crunch
on housing has not been avoided; it is beginning, and is likely to become much
more severe.

Third, even if there were to be no significant slowing of housing construction,
excessive tightening of the money supply and excessively high interest rates
would operate even more seriously against other types of capital formation
than if the impact upon housing were more severe. This merely reflects the
truism that one cannot pull too short a blanket up over his shoulders without
exposing his feet. And fourth, so long as the Federal Reserve believes albeit
mistakenly that the overall tightening is necessary, then that agency should put
aside its unwarranted objections to some rationing of credit, as was done in
earlier times with great success. The way things have been for some time and
still are, the blunderbuss tightening of credit has not had much effect upon
some who should be curbed, and has made it even harder for others to make a
go of it. .

As T have just indicated, the changing distributive impacts of monetary policy
should be remedied in part by a more selective monetary policy. No attempt
should be made to remedy it by still higher interest rates, because that taken
alone would further increase the distortions in the distributive impacts. Higher
interest rates are not now needed to achieve a given reduction in aggregate
spending, first because (as I have analyzed fully above) a deficiency rather
than an excess of aggregate spending has been the problem for a long time and
certainly is now, even with regard to the true causes of inflation (deficient funda-
mental economic performance), and second because, if a decrease in aggregate
spending were assumed to be needed, that should be on a highly selected basis,
while blunderbuss increases in interest rates would impose the decreases in a
wrongful pattern on both economic and social grounds.
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As is clearly revealed on some of the charts related to what I have already
said, we need for full economic recovery and for reduction of price inflation a
sharp Increase rather than a slowing down of the rate of capital formation.
Including both plant and equipment and housing, this rate or increase should
be greatgr than for other parts of the economy. But so far as investment in plant
and equ1pxpent and in other durable producer goods other than housing is con-
cerned, neither defects in the monetary-fiseal policy mix, nor levels of interest
ra-tes, nor the inadequate real growth in the money supply, have much to do
with this problem. The wrongful monetary policy has caused capital shortage
problems for small business and farmers and home occupants. But our large
mass production industries, in the main. have not suffered from ecapital short-
ages, and have not been much affected by rising interest rates because they
finance so large a portion of their investment out of retained earnings and
through increases in prices to cover increased interest costs.

My Chart 20, earlier referred to, shows that before each economic downturn,
and again during the recent period to date, profits and other incentives have
induced the growth of investment in plant and equipment at a much more rapid
rate than the growth in ultimate demand represented by consumer and public
outlays. Thus again today, before an absolute downturn occurs, one basic need
is to provide more incentives to investment in plant and equipment by appro-
priate expansion of ultimate demand. All of the major policies in the save the
dollar operation—the rising interest rates, the “no growth” Budget policy, the
guidelines, and the upside-down nature of the recent tax legislation, move in
the opposite direction. This is just what happened before the five recessions
since 1953 to date. Many business leaders may not agree with my analysis as
stated. But they do correctly appraise the consequences of the facts which my
analysis describes, and tbat is why the most recent Government reports indi-
‘cate a sharp downward revision in business investment plans for early 1979. These
reports also urge that abandonment of this downward revision depends upon a
large upward surge in consumer spending.

Why damaging the U.S. economic performance is profoundly hurtful to attempts
to protect the dollar

What I have said thus far completes my analysis of the damaging and maybe
devastating effects upon our domestic economy which, in my judgment, would
result from the current program to rescue the dollar. For it would soon become
apparent to all that the effort to rescue the dollar mainly by reducing inflation
was an effort very unlikely to achieve its anti-inflationary results. Under the
going effort, inflation during 1979 might well average higher than during
1978, even though unlikely to average as high as the double digit rate of today.

But the predominant reason why the current policies to rescue the dollar
would fail in the long run, in my judgment, is that they are based upon a
narrow and misconceived explanation of why the dollar has become so weak.
The dollar has not become so weak primarily because of inflation in the United
States, nor primarily hecanse of differential interest rates in different countries
with rates lower in the United States than in some other places. Nor has the
dollar become so weak primarily because of highly unfavorable trends in our
balance of payments accounts and in our international goods and services
accounts. The overwhelmingly imnortant reason why the dollar has hecome
so weak and our international imbalances so huge is because the dollar’s value
and the degree of overseas confidence in it have been reduced by the poor per-
formance and poor prospects of the U.S. economy. What could be more disrup-
tive of confidence in the currency of a country than prolonged evidence that
its national economic policies have learned only how to abet both stagnation
and inflation, and have succeeded only in coining a word which covers both.,
while making clear an inability to remedy either and instead sharpening up
the weapons which have produced both? It is high time that our national policy
makers stop listening almost exclusively to the views of international and
domestic financiers as to what makes an economy weak or strong., and start
listening to any common sense nerson who wonld naint out that the real.wealth
and strength of nations is what is happening to the growth of production, the
reduction of unemployment, the use of available potentials for real.gg'owth, the
reduction of shortages, and the awareness of critical social and cxv_ll dangers
arising from not meeting the most basic needs of so large a portion of the
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people. What other civilized nation has tolerated for long the rates of unemploy-
ment we have here in the United States? Moreover, the needed policies just
mentioned bring higher tax receipts, lower Federal deficits, reduce price infla-
tion, and increase exports. e

There is no nation in the world which is so richly endowed as we are with
the potentials for economic progress at home and fair competition with other
parts of the world. But as to the latter, which is most closely related to the over-
seas attitude toward the U.S. dollar, what has been happening is shown graphic-
ally on my Chart 26. During the past quarter century or the past eight years, the
real annual economic growth rate in Japan has made us look like snails. The real
economic growth rates in Germany and France and Mexico have made us look
like a rabbit with one of its legs tied to its ear. Would anyone have believed ten
or fifteen years ago, before economists in the public service seemed to have lost
a part of their discernment, that the United States could strengthen the overseas
confidence in its currency enduringly by deliberation and proudly announeing
to the rest of the world that it is going to widen the gap between its fundamental
economic performance and that of its prime competitors, and court a sixth do-
mestic economic recession since 1953, which the rest of the free world fears more
than all else. -

It is high time, I respectfully submit, that those who would seek to protect
the American dollar by deliberately weakening the American economy, and
those who believe that inflation can be reduced by jamming on the brakes of a
forward economic movement and putting it into reverse, should read the Full
Employment and Balanced Growth Act of 1978. They should then muster up
the determination to obey the specific mandates of this law because these man-
dates embody the reflections and decisions of those in the Congress of the United
States who have been steeping themselves in problems of economic policy at
least since the Employment Act of 1946 was enacted. And if these readers of
the Humphrey-Hawkins Act are high in the public service and dealing with
national economic policies, they should obey the mandates of that Act because
it is their specific duty to do so.

More important still. those high in the public service should learn to live by
the spirit as well as letter of that Act so recently approved after such careful
consideration. That Act is based upon the proposition that we have the power
to develop upon this continent an economy dedicated to the principle of abun-
dance, equitably shared. The Act does not contemplate that, in the year 1879, we
take one frightened step backward instead of one confident step forward. It
does not contemplate that we dedicate ourselves to financial policies such as
higher and higher interest rates and regressive taxation, which feed the fat and
starve the lean. It does not contemplate continuation of the tax injustice of
making larger and larger numbers of unemployed bear the major burden of the
fight against inflation, and a misguided one at that. It does not contemplate that
we become so preoccupied with one problem—in this instance, the dollar problem—
that we forget all else, as if we were a one purpose nation instead of a nation
with many problems and pluralistic purposes. It does not contemplate that we
trap ourselves forever in a disjointed series of emergency actions, but instead
plan our national policies comprehensively and harmoniously on a long range
basis, with the President and the Congress working together.

T have not in this statement dealt extensively with details of remedial action,
although many of them are implieit in what I have said. I believe that the ap-
propriate details will emerge when the mandates of the Humphrey-Hawkins
legislation are observed instead of being ignored or depreciated. Some of these
details T will suggest next year in testimony before or invited comments fur-
nished to the Joint Economic Committee. Far more important, I believe that
(hopefully with some assistance from what I have had the opportunity to offer
here today) this Committee and the Congress will fully rise to its share of the
responsibility and high opportunity to reconstruct national economic policies,
so that we will move forward rather than backward, and with legitimate confi-
dence replacing illegitimate fears.



THE "ROLLER-COASTER" ECONOMIC PERFORMANCE:
ECONOMIC GROWTH RATES, 1922-1929, 1941-1945, AND 1947-1978"

(Uniform Dollars )

— ANNUAL GROWTH RATES |—
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L1978 estimated. g

2/Recession during part of period. There were five recessions,i953-1978, but some were entirely within one year,and began and ended in different years,
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Chort2

UNEMPLOYMENT, % RATES & DISTRIBUTION. 1953-1978

%RATES, FULL-TIME AND OTHER LEVELS OF UNEMPLOYMENTY

lH .

iinrr i

1953 1954 1958 1965 1969 1975 1977 1978

—— % RATES OF ADULT UNEMPLOYMENT, BY SEX¥ |—————

X2 Al Adults (aged 20 B over)
EED Men

S women

— [ %RATES OF TEENAGER UNEMPLOYMENT,BY COLORY}——————
Al Toenoger {09 16-19) . 33
Block 8 Other

1953 1954 1958 1965 1969 1975 1977 1978

Y In deriving these percentages, the officially reported civilian labor force is by Thus,
some of the rates for full-time unemployment are very slighly lower than inthe official reports of fulltime unemployment
¥ Withdrawals from labor force,due to scarcity of job opportunity.
3/0tticially reported conceptot full-time ‘
4/Distribution by color unvailable.
Note:Some totals atfected by rounding. I978 estimated.




COST OF DEPARTURES FROM FULL ECONOMY, 1953-1978~

2800 G.N.P.
Billiens of 1977 Dollars “‘II
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1/ 1978 estimated.
g’RoolwmoounmlqrMhmfeof4.4wm’.
3/Real averoge annudl growthrate of 3.3 percent, the 19531978 average.
Average trus level of of 4. percent, or 2.9 percent full-time unemployment.

ilhnnourua level of unemployment of 7.8 percen, or 5.2 percent full-time unemployment,
Basie Data: Dept. of Commerce; Dept, of Labor
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BENEFITS OF FULL ECONOMIC GROWTH, 1979-1983

Biltions of 1977 Dollars
B . 2,600
FULL ECONOMIC GROWTH PERFORMANCEY
- DIFFERENCE:818.| | 2400
puanst paestt®
L — 2,200
L n““““mg“.":. LOW ECONOMIC GROWTH PERFORMANCE 2/ 42000
1 | I 1 L ’,800
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1 1 1 i 1 85
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v Real growth rate of 5.7 %, 1978-'79. Real average annual growth rate of 5.5%, [978-1963. These growth rates would be consistent with reducing

overali unempioyment 10 4% by the middie of 1983,

2/ Real average annual growthrate of 3.2%, compared with 2 8%, 1969-1978.
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Chart5

MAJOR GOALS FOR 983, CONSISTENT WITH 1983
GOAL FOR REDUCTION OF UNEMPLOYMENT

Tota! Percentage Changes
(Dollar Items in 1977 Dotlars, Absolute Data in Parentheses)

CIVILIAN EMPLOYMENTZ/ TOTAL PRODUCTION CONSUMER SPENDING
(GN.P)
Up Up
($604.2B) 65.7
30.8% ($239 2'%8)
Up
(10.7Mil)
11.4% Up

($11L28)
57%
1978- - 1978~ - 1978- -
18751/ 1978-1983 1979 1978 ~1983 1979 1978-1983
GROSS PRIVATE GOV'T. OUTLAYS FOR INVESTMENT IN
BUSINESS INVESTMENT GOODS AND SERVICES RESIDENTIAL STRUCTURES

(Including net foreign)

Up
($44.08)
471%
Up
Up
($138.7B)
4ssem e

1978- - 1978- - 1978~ -
lore 19781983 tore 1978 -1983 lorg  |978-I983

L Narrower bars for 1978-1979 of no significance.

2/Full-time unemployment down from€.0%(60million) in 1978 to 56%(5.7million)in1979and 4.0%&4million)in (983,




REAL ECONOMIC GROWTH RATES, EMPLOYMENT & UNEMPLOYMENT, INFLATION,
AND FEDERAL BUDGET CONDITIONS, DURING VARIOUS PERIODS, 1947-1978"

Real Ave. Ann. Ave. Annual Unemployment Ave. Annual Inflation Rate Ave. Ann. Surplus
Econ. Growth Rate Unemployment First Yr. LastYr. Inflation FirstYr. LastYr. or Deficit
(full-time) (C.R1) Fed. Budget

(Fiscal Years, Billions)

4.8% 4.0% 3.9% 2.9% 3.0%
1947-1953
1953-1961 )
5.4% X 189
1961-1966 | B p—
1966-1969
1969-1978
1977-1978
L1978 estimated. To allow for momentum effects of polcis, he first year ofone period Is afso freated as the last year of the preceding period.
Source: Economic Reports of the President, and 3. —~$469

06
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Chart7

RELATIVE TRENDS IN ECONOMIC GROWTH
UNEMPLOYMENT, & PRICES, 1952-1978

PRODUCTION AND EMPLOYMENT

__ ] Toto! Nationa! Productionin Constant Dollars, Average Annual Rates of Change
[ Industrial Production, Average Annual Rates of Change

Unemployment as Percent of Civilian Labor Force, Annual Averages®
124%

-4,
1952-1955 1955-1958 (958-1966 1966-1969 (969-978 KA- QTS 4d75-ld7640’77

3 w Producer Prices-- Producer Prices-- Consume
Consumer Prices YAl Finished Goods ’ 4

JFinished Goods Excluding Food

8.7%

19521955 19551958 19581966 (966-1969 1969-19781Q'74- 107540‘7540‘7640’77-40’78
Averoge Annual Rates of Change

* These annuat gverages(as differenticted from the annual rates of change) are based on full-time officially
reported unemployment measured against the officially reported Civilian Labor Force.

Source: Dept. of Labor, Dept. of Commerce, & Federal Reserve System
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Chart8

IMPACT OF ECONOMIC GROWTH
UPON PRODUCTIVITY GROWTH

GNP
( Average Annuol Real Growth Rote)

1947-1953 1953-1960 1960-1966 1966-1970 1970-1972 jo72-1978Y 4Q 1975 1Q 1976~ 4()'77-I
Q1976 4QI977 4Q'18Y
{onn.rate)  {(ann.rate)

PRODUCTIVIY IN U.S. PRIVATE ECONOMY
(Average Annual Growth m Output Per Man-hour )

40 | Q77
Q176 40177  4Q'78Y
{onnrate)  (ann.rate}

-|/I978 and 4Q'78 estimated.

Source: Dept. of Labor, Dept.of Commerce
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COMPARATIVE TRENDS IN NON-FEDERALLY HELD

MONEY SUPPLY, G.N.P, AND PRICES, 1955-1978"
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Chart 10

INCREASES IN AVERAGE INTEREST RATES,AND
'EXCESS INTEREST COSTS DUE TO THESE INCREASES,
1952-1978>

COMPUTED AVERAGE INTEREST RATES,1952-1978

Up
160.0%

X

Total Public and
Private Debt

Federal Public Debt2/  State | Debt

EXCESS INTEREST COSTS,[1953-1978

{Billions of Dollars }

s A 408
ey T ) $
Federal Public Debt2/  State and Local Debt Private Debt3/ Total Public and

Private Debt

Y/ 1977 and 1978 estimated.

2/ inciudes net foreign interest.

¥ , ing Federal d state and local debt from total public and private debt. Includes
debt of federally-sp d credit agenci

Source: Dept. of C ; E ic Report of the President
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EXCESS INTEREST
COSTS IN THE
FEDERAL BUDGET

EXCESS INTEREST COSTS IN THE FEDERAL "
BUDGET 1965-1978 CONTRASTED WITH OTHER
COSTS FOR SELECTED BUDGET PROGRAMSY

Miltions of Current Doliars

BUDGET OUTLAYS
FOR EQUCATION

$12,000

BUDGET OUTLAYS
FOR HEALTH SERVICES
AND RESEARCH

$49,500

verage 19792/

1966 —1978

$12,543

\verage
1966-1978

Annual Average 1978 Annual Average 1979 2/ Annua! Averoge 1979 &
1965-1978 1966 - 1978 1966 -1978
BUDGET OUTLAYS BUDGET OUTLAYS BUDGET OUTLAYS
FOR HOUSING AND FOR FOR MANPONER
COMMUNITY DEVELOPMENT . PUBLIC ASSISTANCE PROGRAMS
_ AND OTHER
INCOME SUPPLEMENTS

1979 &

V interest costs, calendar years; budgst outlays, fisca! years I978 interest costs and 1979 budgst outiays estimated.
2/Proposed in fiscal 1979 Budget of President Carter,as revised October 27,1978,

i

$13,300

1979 &

Annua) Average
19661978
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Chart12

THE BURDEN OF $1,542.8BILLION IN
EXCESS INTEREST COSTS, 1953-1978"
UPON THE AMERICAN PEOPLE

Calendar Years

Excess Interest Cost Per Family of Four Excess Interest Cost Per Capita

(Note Different Scate)
$7, |

1953 1960 1978 1953-1978 1953 1960 1978 1953-1976
Total R Tota!

HOW $59.3 BILLION A YEAR, 1953 - 978
- EQUAL TO ANNUAL EXCESS INTEREST-
MIGHT HAVE HELPED LOW-INCOME FAMILIES

Families Families Families
With Incomes Under With Incomes Under With Incomes Under -
$4,000. $3,000 $2,000

(36 Million in 1978 ) (2.1 Million in1978) (1.1 Miltionin1978)
$2,301

NN §593 Billion $5a3 Billion
e o Year More a Year
ed Received
ese Families By These Families
| Would Have Meant Would Have Meant
$28870 More $230 $52,293 More
ach Family Nﬁ” Each Family
e Income Average Income
es of These Families

1977 -

% 1978 estimated.
Source: Economic Report of the President, Dept. of C , Buregu of the Census.
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G.N.P DEFICIENCIES“AND BUDGET DEFICITS
CALENDAR 1947-1978 AND FISCAL 1948-1979

G.N.P DEFICIENCY

Chart 13

Billions of 977 Dollars
Average,Calendor Years

4797

.

\§

6.0
R

1947-1953 1954 - 1961 1962-1970 1971-1978%

BUDGET DEFICITS AND SURPLUSES
Billions of Current Dotlars

Average,Fiscal Years

)

1948-1954

-36.4

Y

rate of growth. Projections ;rom 19

defici differences between actual production and production at full
46.

2/1978 estimated.
2/ 979 estimated.

Source: Dept. of C ; Office of M and Budget, for actual figures
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Charti4

PERSONAL TAX CUTS, 1945-1963:

Percent Federal Tax Cut And Percent Gain in After-Tax Income
Married Couple With Two Children At Various Income LevelsY

$ 3,000 income
{ Tox Rote Cut From 6.9% To 2.0%
Tox Cut From $206. To $60.)

709%

$5,000 Income
{ Tax Rate Cut From12.6% To 8.4%
Tox Cut From $630.To $420.)

$ 7,500 Income
(Tox Rote Cut From 16.3% To 1.7%
Tox Cut From $1,223 To $877.)

28.3%
Q
5.5%
N
Percent  Percent Goin In Percent  Percent Goin In Percent  Percent Gainin
Tox Cut  After-Tox Income Tax Cut  After-Tox Income Tox Cut  After-Tax income
$10,000 income $15,000 lacome $25,000 Income

{ Tox Rate Cut From 19.2% To 13.7%
Tax Cut From $1,915. To $1,372.).

(Tax Rate Cut From 24.0% To 16.6%
Tox Cut From $3,600To $2,486.)

{ Tox Rote Cut From 32.8% To 21.3%
Tax Cut From $8,200. To $5,318.)

35.1%

28.4% 30.9%
§

6.7%
& ]
Percent  Percent Goinin Percent  Percent Gainin Percent  Percent Gain in
Tox Cut  After-Tox Income Tox Cut  After-Tox Income Tox Cut  After-Tax Income
$50,000 income $100,000 Income $200,000 Income

{ Tox Rate Cut From 46.3% To 32.0%
Tox Cut From $23,145 To $15,976.)

(Tox Rate Cut From 59.6% To 44.7%
[Tox Cut From $58,625.To $44,724)

36.9%

{ Tox Rote Cut From 71.2% To 57.6%
Tox Cut From $142,405 To $115224)

47.2%

Percent Goin In

Percent  Percent Gainn Percent  Percent Gainin Percent
Tax Cut  After-Tox Income Tox Cut  After-Tox Income Tox Cut  After~Tax income
L/ The amount of Federal tax, as opplied to adj d gross i was estimated for 1945

by CEP and for 1963 by Treosury Dept. Both estimates assume (O percent deduction for taxes,
interest, contributions, medical care, efc.
Note: Tox rotes shown are effective tax rates.




PERCENTAGE TAX CUT AND PERCENTAGE INCREASE IN INCOME .

AFTER TAX, VARIOUS INCOME GROUPS, 1963-1973"

PERCENTAGE" TAX CUT
90.2%

206%

$10,000

$20,000~
$50,
PERCENTAGE INCREASE
IN INCOME AFTER TAXES
{Note Different Scals)
49%

6.1%

Income,, Under $3000- $5000- $10,000- : 20,000~ Over
Group < $3000 $3000 $10,000 $20000 50,000 $50,000

Al
Groups

l( Effects dus fo changes in personal tox under Revenue Act of 1964,Tax Reform Act of 1969,and Revenue Act of 1971 (H.R. 10947, as reported by the House -Senate C
effect on personal taxes of removing the first year convention under the Asset Depreciation Range system ).

2/Adjusted gross income class.

Basic Data: House Woys and Means Committee and Senate Finance Committee Reports, and Congressional Record
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THE GROWTH IN CONSUMER SPENDING
HAS BEEN MUCH TOO SLOW, 1960-1978"

(Average Annual Rates of Change, Constant Dollors).

- Needed Rate of Growth Actual Rate of Growth

45% 4.4%

1960~ 1960- 1960~ 1966~ 4Q 1977~
1978 1978 1966 1978 1978 1978 4Q 1978

AND THE LAG IN CONSUMER SPENDING
DOMINATES THE TOTAL GAP IN GNP*

(Average Annual Deficiency in Billions of 1977 Dollars)

.I966-|978 1969-1978 1977-1978 4Q 978
{onn. rate}

) Deficloncy In Private
Consumer Expenditures -~

Deficiency in Oross
W Private Investnent .-~
3@ (Ino. Net Foreign) =~

Defictency in .
Lﬂ Pubiic Outlays for /—"
Boods and Sarvices ~

s Deficlency In Total ,/,
National Production *
{oNP)

i

[ .
~/Deficiencies ore projected from 1953 base. 1978 based upon estimated G.N.P.
Basic Data: Dept. of C ,Office of Busi i
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‘Chart 17

INADEQUATE CONSUMPTION GROWTH STEMS
FROM INADEQUATE INCOME GROWTH"”

Average Annual Rates of Change in Constant Dollars

XY Tota! Private Consumer Spending =5 Tota! Persanal income After Taxes

36% oB%

. L
\\\ N N\ \
R
1960-1966 1966~ 1978 1969~ 1978 1977-1978- 4Qi977-4Q1978

|- THE PRIVATE CONSUMPTION DEFICIENCY OF
$2.481 BILLION, 1960-1978, REFLECTED
A $3.62! BILLION INCOME DEFICIENCY"

Blllions of 1977 Dollars

Excess
Deficiencyin - in Consumer o  Deficiencyin + Deficiencyin _ Deficiency in + Deficiency _ Deficiencyin
Private Interest Persona | Coasumer: —  Consumer Income inTozesPaid —  Consumes Incoms
Consumption Pcymenn?_/ Outloys Saving After Taxes by Consumers Before Taxes

$2,721

Jbeficiencies are projected from 1953 base. (978 based on estimated ISTE GN.P. $3.62
s
g/Also includes personal transfer payments to foreigners, which is a minimal amount,




102 -

Chart 18

DEFICIENCIES IN WAGES AND SALARIES

ARE LARGE SHARE OF DEFICIENCIES IN
TOTAL CONSUMER INCOMES BEFORE TAXES"

Billions of 1977 Dollars

es are projected from 1953 base. All 1978 based on estimoted 1978 GNP.

Ypeficienci
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Chart 19 |-

. THE LAG IN WAGES AND SALARIES
BEHIND PRODUCTIVITY GAINS, I960-1978"

(Average Annual Increases, Constant Dollars)

— T

3.6%
2.9%

1960- 1978 1960-1966 1966 -1978 1977-1978
PRODUCTIVITY, 8 WAGES & SALARIES
TOTAL PRIVATE NONFARM ECONOMY
1960-1978 1960-1966 1966~ 1978 1977-1978
3.4%
26%
1.4% 1.6% 1.2%
Output Wages Output Wages Output Woges
and and ond
Salaries Salaries Salaries Salaries

PER MAN-HOUR PER MAN-HOUR PER MAN-HOUﬁ PER MAN-HOUR

PRODUCTIVITY, 8 WAGES 8 SALARIES

TOTAL MANUFACTURING i
1960- 1978 1960-1966 1966- 1978 1977-1978

4.0%

7% 2.2%
1.5% 2 e o 1.5% .
Output  Woges Output Wages Output  Wages Woges
and and and ond
Salaries Salaries Salaries Salaries

PER MAN-HOUR PER MAN-HOUR PER MAN-HOUR PER MAN-HOUR

Vta78 estimated.
Basic Data: Dept. of Commerce; Dept. of Labor
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Chert20

COMPARATIVE GROWTH RATES, 1961-1978"

{ Average Annudl Rates of Change, in Uniform Dotlars)

V777 Investment in Plant and Equipment

Uttimate Demand: Total Private Consumption Expenditures Plus Total Public Outlays For Goods
and Services

INVESTMENT AND ULTIMATE DEMAND

Ist Halt ‘61— Ist Half ‘66~ 4th Qtr.' 70~ 4th Qur,' 73~ 4th Qtr.'75- | 4Q'77-
Ist Half '66 4th Qtr.'70 4th Qir.'73 4th Qtr.'75 4th Qir.'77 4Q'78
"Boom” “Mixed Period b Uptum | " and " Upturn” | “Red
Including and Stognation® | inadequate Upturn® Upturn
Recession"
Up

11.2%

8.2%

7 Corporate Profits (and IVA)
Wages and Salaries

CORPORATE PROFITS AND WAGES AND SALARIES

ist Holt "61— Ist Half ‘66— 4th Qtr.'70- 4th Q1. '73- 4th Qtr.'75- | 4Q'77-
Ist Half ‘66 4th Qtr.'70 4th QIr.'73 ath Qir.'75 4thQtr.'77 40 '78
"Boom" “"Mixed Period “Inodequate Upturn "R lon and b Upturn” %
Including and Stagnation” | Inadequate Upturn” - Upturn
Recession”

Up

5.8%

-

2
.

Down
87%

/1978 estimated. 2 Narrower bars of no significance.
Basic Data:Dept. of Commerce
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‘l B

AVERAGE UNEMPLOYMENT RATE,
CONTRACT CONSTRUCTION COMPARED
WITH OTHERS,1953- AUGUST 978"

Chort22-

5.2%
Monul  Duable mfo.  Whobksols oad Gon8Got  Total
Retol Trode
1953-1960
49%
Mowt  Nondurcbie mfy.  Wholesdls ond Yota)
Retoll Trods Economy

1961-1966

Agricutiure ‘Wholesdle and
Retall Trode

1/1978 estimated.
Source: Dept. of Labor, Burecu of Labor Statistics
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Chart23

IMPACTS OF DEFICITS IN RESIDENTIAL & COMMERCIAL
CONST. 1953-1976, AND PROJECTED 1977-1980

(All Dotlar Figures in Billions of 1976 Dollars )
(Note Different Scale in Each Box)

CONSTRUCTION DEFICITY

19762/ - 1977-1980

DEFICIENCIES IN MAN-YEARS OF EMPLOYMENT IN CONSTRUCTION INDUSTRY
(Millions)

6.0

_ﬁ __ 1953-1976 I976-1980
RESULTANT GNP LOSS¥
$792
$1492
) 1953-1976 1977-1980
RESULTANT MAN-YEARS OF WORK LOST%/
it
140 (Millions)
22
1953-1976 1977-1980
FEDERAL REVENUES LOSTS/
$158.4
$298
1953-1976 1977-1980

STATE AND LOCAL PROPERTY TAXES LOSTY/

$31.7

1953-1976 1977-1980

v Deficits measure octual {estimated for 197 7-1980 ) performance against estimated needed performance in terms
of model for total economy.

2/ Actyal average annual growth 2% ;nesded, 5%,or higher than needed growth rate of 4.4% for total economy.
3/ Based on mumtiplier of 20.

2/ Based on GN.P loss, after allowing for that part of the GNP loss due to repressed productivity growth among
those employed even in stowly growing economy.

5/ Equals 20% of GNP foss.
& Assumes property tax loss is 2% of private construction deficit,cumulated.
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Chart 25

% OF NEW SINGLE FAMILY HOMES AT VARIOUS PRICE RANGES:’
MINIMUM ANNUAL INCOME REQUIRED TO PURCHASE HOMES
IN THESE RANGES, ASSUMING INTEREST RATES OF
6,4,2, 8 0% FORTHIRTY YEARS, & % OF FAMILIES
WITH INCOMES APPLICABLE TO THESE RANGES, 1974

Chart 33
‘% OF HOMES IN VARIOUS PRICE RANGES pume

INCOME REQUIRED TO PURCHASE NEW HOMES
IN VARIOUS PRICE RANGES %

$I0-515 $15-920 $20-825 $25-930 $30-$40 $40-$50 $50andover

o % OF FAMILIES WITH INCOMES APPLICABLE o
6% INTEREST RATE TO VARIOUS PRICE RANGES 4% INTEREST RATE

15,

9

700~ i'I.OIO- 9,360~ $11.710- gu.oso- 18,720~ $23420 | $4,80- $6,190- $8,300- $10,370- $12490- $i66i0- $20780
7,009 $9.350 81709 $14.050 $18719 $23419 ondover | $683 $8299 $10.369 $i2,479 $16.609 $20779 cndover

0 INCOME REQUIRED TO PURCHASE HOMES
2% INTEREST RATE IN VARIOUSSRICE RANGES 2/ 0% INTEREST RATE

S0 $KI40- $18,430

$ ! $18429 ondover

. 9,220~
faroo- $5520- 1 SN ee
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739

8.1
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v Price ranges in thousands of dollars,

2/ Money income. Includes all for taxes, i i repairs, and utilities.

3/ Under $4,700,11.6%. A/Um:ler $4,180, 9.6%.

5/ Under $3,700,7.7%. £/under $3,310,6.2%.

Source: Buresu of the Census; Dept. of Housing and Urban Development; Federal Home Loan Bank Board; Library of Congress
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Chart 26

COMPARATIVE REAL ECONOMIC GROWTH RATES
VARIOUS COUNTRIES, 1953-1977 AND 1969-1977*

Average Annual Rates of Growth

u.s.

3.2%
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FRANCE
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MEXICO

%
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ARGENTINA
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VG N.P.torU.S., Japan, 8 Germany. Gross domestic product for aliother countries.
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Representative Reuss. Thank you very much, Mr. Keyserling.
Mr. Willett.

STATEMENT OF THOMAS D. WILLETT, HORTON PROFESSOR OF
ECONOMICS, CLAREMONT GRADUATE SCHOOL AND CLAREMONT
MEN’S COLLEGE, CLAREMONT, CALIF. ’

Mr. Wirerr. Thank you. I am very glad to be here.

. Perhaps I should start with the background from which I approach
these issues. I am not an enthusiast for heavy, formal management
of exchange rates. -

I think there is no question that exchange rates have been extremely
volatile during our period of floating exchange rates. But in my
judgment, based on a fairly large set of empirical studies, I do not
believe this has been due primarily to failures of the private market.

Indeed, while private speculation has not been perfectly stabilizing
by any means, neither have attempts at official intervention, as was
very nicely pointed out in the announcement for these hearings. On
average, I would judge that the private market has done somewhat
better than official speculators in attempting to set equilibrium
exchange rates.

The vast majority of the fluctuation in exchange rates that we have
observed, I believe, has been caused by reasonable market responses
to the highly variable and uncertain economic environment, eco-
nomic developments, and economic policies.

Having said this as general background, I do strongly support the
President’s rescue operations of November 1. I think that this was
one of the fairly rare occasions in which there was an opportunity for
exchange market intervention to have a favorable impact.

By and large, where market expectations are held very strongly,
there is very little chance that official intervention is going to have a
long-run impact on the market, whether correctly or wrongly
perceived.

There are just too many dollars out there. International liquidity
is too high. But large movements in exchange rates are not always
caused by actively destabilizing speculative capital movements. In
fact, I think that is only very rarely the case. :

The situation with respect to the dollar during these circumstances,
I think, was that a large decline in the dollar which was economically
justified, partially on inflation grounds but in much larger part for
various real economic reasons which I outline in more detail in my
prepared statement. There was the large increaase in oil imports and
the slower growth rates abroad relative to the United States. All of
these gave rise to the large trade deficit which had to be corrected.

For this to be corrected the dollar exchange rate had to depreciate
far below relative rates of inflation to allow these real adjustments
to take place.

Now, did the dollar depreciate too far? I think that is hard to say.
We don’t have a really good idea of how responsive trade is, exactly, in
a quantitative sense, to exchange rate changes. Putting different sets of
elasticities into different models, you can get answers that the dollar
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depreciated too far or, perhaps, that it didn’t depreciate quite far
enough.

I would be hesitant to argue that the dollar had fallen completely
outside of a reasonable range. But it was at least toward the bottom
of that range. There is also a lot of suggestive evidence, from talking
with foreign exchange market dealers and forecasters that a number
of these experts thought the dollar had depreciated too far, that the
economic fundamentals that Bob Solomon was talking about were
coming into play, and the dollar would be improving over time.

But the same exchange market participants were not sufficiently
confident of their expectations that they were willing to put up enough
money to fully back up those expectations. Otherwise the dollar would
have started to rise immediately.

In these kinds of circumstances the intervention program of the ad-
ministration could be seen as aiding the operation of market forces
rather than conflicting with them. This is one of the fairly rare types
of circumstances in which I think exchange market intervention can
have a significant and favorable impact on the exchange market.

I do, however, believe that the tightening of monetary policy was
an integral part of the rescue operations, because superimposed upon
these underlying favorable economic trends in terms of trade balances
was a situation of worsening inflation, so that you were having two
conflicting economic factors operating on the market.

It is very hard to say to what extent the market did not take into
account sufficiently the underlying improvement in the trade balance,
which was already underway, and how much it was rationally dis-
counting increased inflationary fears.

I am very glad we did not see a test of these two conflicting
strengths. It made a lot of sense for the package to be combined.

Tt is important that we not become too overjoyed with the success
of the program so as to draw the implications either that we can con-
trol the dollar precisely with heavy official intervention, or that
because the dollar has now appreciated substantially, we can substan-
tially ease off on monetary policy and keep the dollar from depreciat-
ing again.

My fear, of course, is that if we did have a failure to follow through
on a tightening of monetary policy, we would further reduce the credi-
bility of Government policies in this area. The impact on expectations
in both the domestic economy and the foreign exchange market would
be quite devastating.

I think the dollar would plummet again in.the foreign exchange
markets and in those circumstances the $30 billion, or what is left of
it, would buy only very little time. Thus, in my judgment, the some-
what tightened monetary policy was a crucial ingredient of the rescue
operation. '

In the present, I do not think there is a basic conflict between mone-
tary policy objectives for the domestic economy and those for the in-
ternational economy or for the exchange rate of the dollar.

Having said that T want to emphasize that wh